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THE PRESIDENT’S PAGE 


oy YMPLAINTS about management indifference are common. Although 
every company has its own climate or atmosphere, seldom is in- 
formed management indifferent toward positive contributions to the com- 
pany’s welfare. 

Everybody wants management help and recognition. Unfortunately, the 
approach is wrong. It should be how to GIVE help to management, rather 
than how to GET help. 

So it might be well to step back and examine some of the “why’s” and 
“wherefore’s” of our programs and the “how’s” of our methods. An effective 
internal auditor can’t just sit by and “let well-enough alone.” There are 
many ways he can modify his behavior for greater business effectiveness. 

For one thing, he can follow an organized program and human approach 
to broader areas of service ; 

Then he can make the necessary sacrifices of time and energy to keep 
up-to-date and to master new ideas. And just as important, he must trans- 
late his knowledge into effective practices. 

He will have an affinity for selecting the areas where he can do the 
greatest good. He will shift from time-consuming and nonproductive phases 
to modern methods and newer functions. And he will be conscious of 
management problems, with a sense of perspective in companywide objec- 
tives. He will know how to reconcile the interests of those he audits with 
his superiors whom he represents. 

A lack of management understanding is not, by any stretch of the imagi- 
nation, his paramount difficulty, and emphasizing such influences only ob- 
scures the real problem. 

The real difficulty may be found in a lack of initiative, or possibly in the 
need for greater professional competence. What we construe as manage- 
ment indifference often stems from a lack of alerted interest. Ours is a 
selling job, Somehow we must inform management of the effect of restric- 
tive tendencies—and at the same time, be fully prepared to expand into 
those areas. 

Let us minimize our difficulties and magnify our possibilities. 
Wattace R. GILcurist 








AUTHORS AND ARTICLES 





OPERATIONAL AUDITING 


“Operational auditing” has come to mean many different things: non- 
financial audits, management audits, functional audits, among others. It 
is used to mean a type of auditing and an area of auditing. In this article 
the subject is a type or area of activity to be audited. Mr. Mints discusses 
the history of operational auditing at Lockheed and the development of 
new applications, approaches and techniques. An Electra assembly study 
made at Lockheed is discussed in detail in illustrating the applications of 
these new techniques, 


Frederic E. Mints is Resident Internal Auditor for the California Divi- 
sion of Lockheed Aircraft Corporation. He is a graduate of New York 
University and is a CPA in New York and California. Prior to joining 
Lockheed he had worked in public accounting, as an analyst for the Securi- 
ties and Exchange Commission and as a civilian financial analyst and con- 
tract renegotiator for the Air Force. Mr. Mints is a member of the American 
Institute of CPAs and Tue Institute or INTERNAL Avuopitors, of which 
he is a past president and governor of Los Angeles Chapter and presently 
a member of the Institute Editorial Committee. 


HUMAN RELATIONS 


Internal auditing is now considered to be professional, and as such 
must meet certain standards. Mr. Dorman discusses four standards: a 
body of knowledge, methods of applying that knowledge technically, a 
standard of conduct, and relationships with people. Internal auditing meets 
the first three standards—do auditors meet the fourth? This article shows 
the application of standards of professionalism to dealings with people. 
We have the knowledge; we know most of the methods; we need fuller 
realization of the philosophy governing most effective actions. 


Robert W. Dorman is Coordinator of Executive Development for 
General Petroleum Corporation, where he has specialized in the subjects of 
human relations and employee training. He has also been sent abroad to 
lecture to employees in Europe and Australia. Mr. Dorman is a graduate 
of both Dalhousie and McGill Universities. His career has included service 
as an instructor at King College School and Ridley College, science-fiction 
writer and editor for McGraw-Hill Publishing Company. 
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Authors and Articles 


AUDITORS AND PURCHASING AGENTS 


“The Auditor: Friend or Foe?” has been reprinted from Purchasing 
Magazine because we felt its viewpoint would be of interest to all auditors. 
It is certainly heartening to find an editorial in a professional magazine 
urging awareness of the value of the audit and full cooperation with the 
auditor to the end of achieving best results for the purchasing agent, the 
auditor, and the company. 


AUDITORS IN THE GOVERNMENT 

Evolutionary changes have been taking place in the role of internal 
auditing in the Federal Government, Two general aspects discussed in this 
article are the expanded role of the General Accounting Office as the audit 
arm of the entire Federal Government and the acceptance of professional 
type auditing within the Executive Branch of the Government. Mr. Camp- 
field amplifies his discussion of “The Expanding Role of Internal Auditors 
in the Federal Government” with specific examples. 


William L. Campfield is Director for Staff Management, Western Re- 
gion, U. S. Army Audit Agency. He holds a doctorate from the University 
of Illinois and is a CPA. Dr. Campfield has had experience in public ac- 
counting, private industry, and in teaching at various colleges and univer- 
sities. He has published articles in professional journals and is a member 
of the American Accounting Association, the American Institute of CPAs 
and the California Society of CPAs. 


AUDITING PENSION FUNDS 


Pension funds involve huge sums of money and often seem to invite 
fraud. This article presents many questions to be answered concerning the 
setting up and maintaining of pension funds and shows ways the auditors 
can be invaluable to management in finding answers to those questions from 
the very inception of the idea of a pension fund or other employee benefit 
plan to the actual working of the finished program. 


Don M. Mattocks is corporate secretary of Warren Petroleum Company, 
serves as a trustee of Warren Employee Pension Trust, and is a member of 
the Retirement Board of Warren Employees’ Retirement Plan. He is a 
graduate of the University of Tulsa Law School and prior to his election as 
secretary of tle corporation was a member of its Legal Department. 


BUILDING PROFITS 


Profits, a subject of great interest to all businessmen, must be planned: 


sales must be controlled, costs kept within agreed limits, then the plan for 
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profits can be accomplished. The break-even point can serve as a valuable 
tool in planning for profits, In “Building Profits from Break-Even Points” 
Mr. Davies presents a discussion, with illustration, of determining break- 
even points and of their use in providing control throughout the operations. 


Maurice B. T. Davies is regional director, management services, Ly- 
brand, Ross Brothers and Montgomery, Los Angeles. Prior to his present 
association, he was engaged in public accounting, in industry and in manage- 
ment consulting. He was born and educated in London, England and came 
to the United States in 1943 as a staff officer with the Combined Chiefs of 
Staff. He holds CPA certificates in New York, Oklahoma and California 
and is a member of the American Institute of CPAs, the Institute of 
Chartered Accountants in England and Wales, and Tue INstiTuTE or 
INTERNAL Avupitors. He was editor of Tue INTERNAL Avupitor from 1955 
to 1958 and the Thurston Award winner for 1952. 


PUNCH CARDS AND FRAUD 


The recent case of fraud discovered on Wall Street showed use of very 
modern techniques. The defrauder, a former vice president of the company, 
had used punch cards (filled in early Sunday mornings) to cover his theft 
of over $250,000. According to this article, reprinted from Business Week, 
accountants feel that the internal control system was good, but that it should 
have been supplemented by an internal audit department. This article pre- 
sents good coverage of the crime and how it was committed, plus comments 
from some of those concerned on the efficacy of the controls. 


TENTH ANNUAL 
THURSTON AWARD WINNER 


In 1951 the Institute of Internal Auditors decided to honor the mem- 
ory of John B. Thurston, one of its founders and its first president, by 
establishing an annual award to be presented to the writer of the article 
published in Tue INTERNAL Avuprtor which contributed most to our pro- 
fession. The committee to select the winner of this award is made up of 
the members of the Editorial Committee, the chairman of the Research 
Committee and the chairman of the Educational Committee. Both members 
and nonmembers are eligible for the award, 


This year we are very pleased to announce that the award has been 
presented to Ben Couperthwaite, General Auditor of Anglo-Canadian Pulp 
and Paper Mills, for his article “The Fine Art of Report Writing,” which 
appeared in the. June 1959 issue of THe INTERNAL AvpITor. 




















NEW DEVELOPMENTS IN 
OPERATIONAL AUDITING * 


By FREDERIC E. MINTS 


Resident Internal Auditor, Lockheed Aircraft Corporation 


%, /{Y discussion of “New Developments in Operational Auditing” in- 
ivi cludes comments on the evolution of a new approach to operational 
audits which, for want of a better term, I think of as “end-product” audit- 
ing, and comments on the application to operational audits of “ratio-delay” 
and “random sampling” techniques. 


As a preliminary to this discussion it may be desirable first to clarify 
the term “operational auditing” as I shall use it, and then to describe briefly 
the history of operational auditing as practiced at Lockheed. 


DEFINITION OF OPERATIONAL AUDITING 


In recent years a number of different terms have been used to describe 
audits which differ from the basic examinations made to determine whether 
or not the accounts fairly reflect the financial conditions. We hear such 
terms as: operational audits, nonfinancial audits, management audits, func- 
tional audits, organizational audits, and perhaps some others. I think that 
many times the proponents of these terms have the same general ideas in 
mind. Since I am using here the term “operational audits” and there seems 
to be some question as to whether this denotes an area for auditing or a 
type of auditing, let me try to clarify my meaning. 


Tue Institute’s Statement of Functions and Responsibilities describes 
internal auditing as “an independent appraisal activity for the review of 
accounting, financial, and other operations as a basis for service to manage- 
ment.” 


My purpose here is to describe those audits of “other operations” men- 
tioned in the Responsibility Statement. I prefer not to use the term “non- 
financial audit” because in every audit we are concerned with the eventual 
financial implications of the conditions found. We can never escape—nor 
should we wish to—a feeling of cost consciousness, so that a term which 
seems to set apart the financial aspects of the conclusions derived from our 
audit does not seem to me to be entirely appropriate. 


As for the term “management audit,” to me this implies a state of mind 
—the concept that the auditor tries to adopt the viewpoint of the prudent 


* Presented at a Western Regional Conference. 
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7. 

manager or businessman in appraising the effect of each activity on the 
company’s over-all success in achieving its goals. There are many account- 
ing and financial operations in which this attitude can and should be applied. 
For example, budget and forecast, price estimating, credits and collections, 
insurance coverage, tax management and the like. [ven in an accounting 
department this concept is necessary for a meaningful appraisal of the ade- 
quacy of the controls set up by its manager to ensure that the work per- 
formed will be of good quality, accomplished on time, and at a reasonable 
cost. 


So when I use the term “operational audit,” or perhaps “audit of other 
operations,” you will understand that I am thinking primarily of the areas 
or types of activities to be audited and that I intend to refer to reviews of 
activities other than those usually under the jurisdiction of the company’s 
controller or treasurer. 


Many different businesses are represented at this conference—insurance, 
banking, utilities, lumbering, mining, manufacturing, petroleum, retail and 
wholesale merchandising, transportation, and other services, In all of these 
are activities that come within this definition. Although the illustrations I 
shall use are derived primarily from experience in a manufacturing com- 
pany, each of you will find parallels in your own business. All of us have 
activities peculiar to our own product or service which are subject to opera- 
tional auditing, and in addition we all have more or less common activities 
in such things as: purchasing, receiving, traffic, transportation, personnel, 
sales administration, etc. So I hope that each of you will find something 
which you can apply to your own business in my discussion of operational 
auditing. 


One more point. I should like to make it clear that in talking about an 
operational audit I am not suggesting that the auditor attempt to make an 
appraisal of the technical skills of engineers, machinists, geologists, or other 
specialists. Rather I mean that he should make an appraisal of the way in 
which a particular operation or activity is administered—whether its ob- 
jectives have been clearly defined in conformance with sound business 
principles and communicated to all concerned; whether the policies under 
which it operates conform to the established objectives; whether those 
policies are implemented by specific procedures and whether those pro- 
cedures are followed as intended; whether necessary administrative infor- 
mation is accumulated by orderly methods; and whether management is 
provided with adequate, timely and accurate reports containing information 
on matters of primary concern. 
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HISTORY OF OPERATIONAL AUDITING AT LOCKHEED 


As in most companies, internal auditing began at Lockheed as an ac- 
counting verification function. Most of us came from the public accounting 
field, and our traditional concepts of auditing were concerned primarily 
with establishing that the accounts fairly reflected actual conditions, that 
the financial reports were prepared accurately, and that there were ade- 
quate controls to safeguard the company’s properties and remove possible 
temptations to dishonesty from the path of the employees. During the early 
forties, as with most other companies in defense industries, our employ- 
ment was expanded rapidly. The accounting systems were in a state of 
almost constant revision, and there were many accounting and financial 
problems requiring the auditor’s attention. Also, much of our time was 
required to examine the cost records of our subcontractors and vendors. 


As time went on and some of the most pressing accounting problems 
were brought under control and the auditors gained a reputation for pos- 
sessing the ability to make logical and fair analyses of the facts and to pose 
pertinent suggestions for the improvement of unsatisfactory conditions, our 
management began to realize that there were many activities other than 
accounting in which the auditors might assist them. We had many organi- 
zations with large numbers of clerical employees who maintained operating 
records of various sorts that were just as subject to human errors as were 
the financial records, and hence might well be an appropriate subject for 
the auditor’s attention. 


One of our earliest audits in a manufacturing area took place in the 
field of our production control operations. Our attention was originally 
drawn to this area by the Chief Accountant’s request that we help him 
determine whether the work in process accounts fairly reflected the cost 
of items actually in process in the shop. 


The only way to get the needed information was through the production 
control records. Conditions encountered in our attempt to verify the valid 
ity of the costing—in answer to the question “do the records fairly reflect” 
led us to a far more searching and complete investigation of the entire field 
of production control records and reports than we had contemplated, and 
brought us to first-hand grips with factory operations. We learned that 
despite our initial tremors and hesitation the basic problems were no dif 
ferent than those we were accustomed to in auditing financial records. The 
problem was still the same—“do the records fairly reflect?”’—and “can 
management rely on the information contained in the operating reports pre- 
pared from those records?” Although we dealt with physical quantities 
rather than dollars and cents, the principles of verification were the same. 
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To cite another example. Looking into one of our basic responsibilities 
as auditors—to see that the company’s assets were properly safeguarded— 
led us to ask ourselves where our biggest risks might be. It was readily 
apparent that our greatest investment was in our inventories of material 
and work in process. In subsequent investigation into the controls over 
materials we looked not only into what happened after the material reached 
our receiving dock, but also into the question of how the decisions of what, 
when and how much to order were reached. We were shocked to realize 
that one error by a material planning clerk could waste far more money 
than, for example, a dishonest cashier might be able to get away with in a 
year. Too much too soon, or too little too late, were both serious conditions, 


As we began our audit of material procurement activities we found a 
material control organization with hundreds of clerks keeping manval rec- 
ords designed to reflect material requirements by model, by part, and by 
contract, the quantities on hand, on order and required, and scheduling 
information to determine needed delivery dates. The audit of this type of 
operation was another natural extension of the more usual examination of 
inventory records since it involved verification by sampling documents 
and the checking of computations made by the clerical staff. Eventually we 
were led to extend our audit coverage to all of the steps involved in the 
procurement and handling of materials—from the original summarization 
of requirements described in engineering specifications through the pre- 
paration of requests to purchase, the placing of purchase orders (or the 
actual buying), the follow-up to ensure promised delivery, receiving the 
material, controlling it in storerooms, and finally issuing it to production 
departments for eventual use in the product. 


About this time we began to evolve our basic philosophy. In line with 
Tue INsTITUTE’s concept that the internal auditor should provide con- 
structive service to management, we began asking various members of our 
management team what they wanted most from us—what could the auditors 
do to provide most help to the manager? One day during the course of a 
conversation with Herb Kimball—then our General Auditor—one manager 
came up with a phrase that seemed to apply to anything we might do. “More 
than anything else,” he said, “I would like to know whether the people 
working for me are doing a good job—whether they are doing the things 
they’re supposed to be doing.” This homely phrase struck a spark in Kim- 
ball—and the question, “Are they doing a good job?” became our keynote. 
With it we found we could arrive at a basis for approaching every activity 
within the company, since it involved all of the basics of good management 
control. It could be applied at any level—to a division head, to a depart- 
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ment manager, to staff people, to line supervisors, or to the people at the 
bottom of the chain of command. 


With this basic question as the lead-off for a whole battery of subsidiary 
questions—What is the job? . . . . How is it being done? .. . . Why is it 
done that way? .... Who is responsible for performing it? . . . . For con- 
trolling it?, etc., we gradually evolved a program which by the mid-fifties 
covered most of the company’s activities. The keynote question—‘Are they 
doing a good job?’”—also provided us with an approach directly to the 
activities concerned without the necessity of always relating our audits to 
the accounting auditor’s question, “Do the records fairly reflect?” This 
departure provided us with a far broader field and scope. 


Perhaps influenced by THe INstiTuTe’s statement that “internal audit- 
ing is a managerial control which functions by measuring and evaluating 
the effectiveness of other controls,” we based our approach to operational 
auditing on this philosophy—that if we planned our audit coverage to pro- 
vide management with assurance that all of the other elements of manage- 
ment control were functioning properly, then it was fairly certain that the 
final results would be satisfactory, and that management’s objectives would 
be achieved. 


Under this concept we decided that in manufacturing operations it was 
unnecessary for us to go into the fabrication shop and attempt to appraise 
the job done, for example, by a machinist. Instead we directed our atten- 
tion to the work of the organizations controlling his activities. He is told 
what he is to make and how many such parts are required and when they 
are required by means of a shop order issued by Order Writing, The re- 
lease of the job for work is controlled by employees in a Load Control 
300th. The various operations and their sequence are set forth on an opera- 
tion sheet prepared by a Manufacturing Planner. The material required is 
obtained through the Material Control organization and delivered to the 
job by Transportation. The quality of his finished product is assured by 
Quality Control inspection. And finally his work habits on the job and 
assurance that he produces the work at planned cost are expected to be 
controlled by his line supervisor and through the media of timekeeping, 
tine standards, work control boards of various kinds, budgets and so on. 
So it seemed to us that by auditing these various control media, we could 
accomplish the desired result. (This same reasoning can be applied to any 
other direct labor operations—including design engineering. ) 


In accordance with these premises, we evolved our program of opera- 
tional auditing, geared to cover all of the various control media and service 
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organizations over a planned cycle. We have used this plan for a dozen years 
and until recently were satisfied that it furnished us with a completely satis- 
factory approach. 


How we came to question that approach and to ask ourselves whether 
it did actually provide all the coverage necessary for us to appraise properly 
the effectiveness of the “job being done” is the first of the “new develop- 
ments” I shall describe. 


ELECTRA ASSEMBLY STUDY 


Our departure from our established audit plan came about through a 
request for assistance from top management because of the problems they 
anticipated in bringing a new model into production. As many of you know, 
the production of the Constellation model, which has been Lockheed's chief 
commercial transport plane for many years, was discontinued last year, and 
the new Electra prop jet took its place. I am sure those of you with manu- 
facturing experience will immediately understand the problems involved in 
bringing a new model into production. For the early ships many of the 
parts are hand crafted and put together on a custom basis. As time pro- 
gresses we must convert to an assembly line basis, with its many serious 
problems of coordination of the various activities into an integrated whole 
to assure accomplishment of the ultimate objective—that is, the delivery 
of a product of acceptable quality, on schedule and at the lowest practical 
cost. 


When plans for the Electra were in the formative stage, our top manu- 
facturing and financial management jointly requested that Auditing make 
a study of the assembly operations to assist them in accomplishing the 
prime objective. They asked us to discover and report currently those condi- 
tions which were adversely affecting any of the three principal factors of 
cost, schedule or quality performance. Why did they ask for this type of 
survey from the auditors instead of from manufacturing or industrial engi- 
neers? Perhaps it was because they knew from past experience that they 
could be assured of an objective viewpoint. And perhaps some of our 
earlier work had convinced them we could handle this type of assignment 
satisfactorily, 


Bear in mind that our concern here was essentially with the end product, 
in contrast to our more usual operational audit approach where we start 
with the intention of studying one or more of the basic elements of control 
over the operations to determine whether those controls are functioning 
properly. Here we started with the end result—in most cases a failure of 














New Developments in Operational Auditing 15 


a particular procedure or operation to accomplish the desired effect—and 
worked backwards to the basic causes. 


I should like to emphasize that this was definitely not conceived as a 
trouble shooting project for temporary fixes (as usually accomplished on 
the flight line), but rather we were trying to discover the underlying basic 
conditions which were responsible for problems encountered in the final 
assembly and flight testing of the plane so that management might take 
the necessary steps to effect permanent cures. 


Preliminary Study 


In our preliminary discussions of the project with Manufacturing 
management we decided that the best way to begin was to choose a parti- 
cular ship at the time it entered the final assembly operation. This is the 
point where the fuselage is mated with the wings and tail assembly. For 
various reasons we decided to choose a ship somewhere after the produc- 
tion problems encountered in the first lot had been identified, and a basic 
modification program rephased into the production line, but before the 
major part of scheduled production had begun. We finally decided on the 
25th ship as the basis for our initial phase of the survey. 


We found that at the time this Ship 1025 entered final assembly, pro- 
duction was operating two full shifts, and in some isolated sections three 
shifts. We therefore assigned two crews of auditors—one on the day shift 
and one on the night shift—to follow the airplane down the final assembly 
line and stay with it on the flight line until it was delivered, A senior audi- 
tor was placed in charge of each crew. The day man had two assistants 
and the night man one. Before they reported to their working stations, 
they studied field service manuals in order to gain a speaking acquaintance 
with the major assemblies, installations and systems of the ship. This was a 
once-over lightly study strictly for background purposes. 


Final Program 


Our final program was divided into three phases—the initial phase 
during which our activities were concerned primarily with the ship, the 
middle period in which we initiated a number of sub-audits to determine the 
effectiveness of the work performed by various service organizations, and 
the windup period in which we made a somewhat broader investigation of 
certain of the more significant problems indicated in the earlier phases. 


In the initial phase we assigned one man on each shift to stay with the 
ship at all times and maintain a running diary or log of everything that 
happened—especially any problems which might adversely affect cost, 
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quality or schedule. When problems were encountered they were immedi- 
ately recorded in the form of preliminary findings and the source of the 
information was indicated. This might be either direct observation or con- 
versation with shop or service personnel. In essence these diaries pro- 
vided leads to the factors with which we were concerned. As the leads be- 
gan to accumulate they were sifted by the senior in charge and various 
members of the crew were assigned to investigative work. One man, of 
course, still stayed with the airplane. 


In the early stages of the audit we found that we were being led to 
production problems caused by service organizations. This was fairly natu- 
ral, as our crews were living with shop personnel day in and day out, and 
as they gained the confidence of the people, which incidentally was one 
of our most important original objectives, our attention was directed to 
the problems that they were encountering. 


In the middle phase we initiated a number of sub-audit projects deal- 
ing with the investigation and appraisal of the job performance of the 
various control and service organizations participating. Hence, we were 
in a position to see directly the impact and results of the control and 
service organizations’ efforts—and their occasional lack of effort—through 
our first hand observation of the physical progress of the work on the 
ship itself as it moved through the work stations. These sub-audits were 
carried right to the site of the operations. For example, in appraising the 
adequacy of blueprint files, we determined what prints were needed by 
production personnel, selected a number of those prints for testing, and 
traced them to the files in order to determine whether or not the prints 
were being maintained to the latest changes. This phase of our work was 
coordinated with our day-to-day observations of production personnel at 
their work. Those observations disclosed that the workers had not been 
returning the prints to the files as required. Consequently the files were 
not being kept current, and production time was being lost by failing to 
take the latest changes in design into account. 


During the course of our review of the day-to-day operations we ran 
into some problems which we could not fully investigate before our air- 
plane was delivered. We felt that some of these required a more detailed 
investigation, so after delivery of the ship we selected those which we 
felt were most important and proposed to management that we spend the 
additional time required to investigate them. In these later investigations 
we adopted a more formal approach and set up detailed audit programs 
for each of the separate problems. Examples of some of these projects were: 
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1. Rework—its problems and causes and the effectiveness of correc- 
tive action to reduce its recurrence 

2. The adequacy of ordering, schedule and quality controls relating 
to the activities of the Trim shops 

3. The productivity of flight line personnel 

4. The adequacy of shortage clearance procedures 

5. The adequacy of schedule performance reports 


Methods of Accomplishment 

Our tools for accomplishing this work were the basic techniques known 
to and used by all auditors (examination of documentary evidence, con- 
firmation with third parties, and direct observation by the auditor) with 
perhaps some slight variation in application. While we were on the ship 
itself, of course, our tools were those of observation and conversation. As 
we went out to investigate the problems noted on the ship we used not only 
these two but also the examination of records and supporting documentary 
evidence as a basis for appraisal, 


The crux of our job was to get from a problem found on the production 
line to the system or control defect which permitted it to be created. This 
is easier than one might think at‘ first glance. It is merely the reverse of a 
process we have been using for several years in our operational audits at 
Lockheed—a process which attempts to discover system or control de- 
fects in organizations other than those actually producing the end product. 


We have found that it becomes important for us in many of our usual 
operational audits to determine the effect of failure to comply with pro- 
cedures or the effect of procedures which seem to violate control principles 
It is frequently difficult to judge the materiality of errors in these audits. 
An error which is material to a department’s own operations might not 
be material enough to report when looking at the picture of the over-all 
division results. Conversely, what appeared to, say, Planning personnel to 
be a minor clerical error in a planning document could be very important 
in its effect on Production. 


In the Electra assembly audit we had first-hand evidence of what 
some system defect was doing to us in terms of cost, quality or schedule. 
We had a good indication of its significance, but we had to find what de- 
fect was responsible and the place in our organization where this was 
caused. It was surprising how frequently the very problem encountered 
pointed the way to where we should begin our investigation. We made some 
false starts, of course, but by and large we found that we could get pretty 
directly to the organization responsible. 
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In a surprising number of cases we found documentary evidence of 
their faults. These documents were of various types—rejection tags, re- 
quests for investigation prepared by shop personnel, planning documents 
such as shop orders, job sheets or change notices—and from these we were 
able to pinpoint the defect. In other cases detailed review of a system re- 
vealed flaws. In this case the documentary evidence would probably be 
a written procedure. Sometimes when we encountered a problem, we 
called for a photographer and took pictures showing the condition or fault 
so that the problem could be more easily presented to management. 


Summary 


I am firmly convinced that this approach to operational audits—look- 
ing at defects in the end product as a basis for discovery of causes instead 
of beginning with the service or control procedures—is a significant ad- 
vance. I do not mean to suggest that it will completely eliminate the 
need for audits of control procedures, but rather that a judicious blend 
of the two will enable us to furnish more constructive service to manage- 
ment by obtaining a better insight into the effects of failures in service 
and control organizations as well as extending audit appraisals to direct 
production organizations. 


I know that this approach can be useful to us at Lockheed, and I hope 
that others of you will find that you can apply this approach to your 
operations as well. To do so will probably not be easy. Like every signi- 
ficant advance it will require a great deal of hard thinking, ingenuity and 
imagination on the part of many auditors in many different businesses 
before all of the problems can be solved and general application follow 
accepted paths, So I offer this prospect as a challenge to those of you who 
may be interested in experimenting with this approach. I am sure that if 
you succeed, you will materially increase your value to your company 
and reap the rewards which will naturally follow. 


* x ~ 


The other new developments I should like to discuss are in the field 
of audit techniques rather than of approach—the development of new tech- 
niques for verification or perhaps new applications for old techniques. 


RATIO-DELAY STUDIES 


In our work on the Electra assembly project we used to good ad- 
vantage a technique known as a ratio-delay study. Such studies are an 
established industrial engineering technique which has been used to some 
extent by our Manufacturing Branch. In brief, a ratio-delay study con- 
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sists of a series of observations made at random time intervals during a work 
period to classify each employee’s activity at the moment of observation, and 
the summarization of these observations to arrive at an over-all ratio of pro- 
ductive to non-productive time. Such a study does not, of course, dis- 
close how effectively personnel perform their tasks when they are work- 
ing, but it does, if sufficient observations are made with care and objectivity, 
provide a fairly accurate estimate of the relative distribution of an organi- 
zation’s total time. During the course of our observations on Electra ship 
1025, we developed an impression that generally the work activities of 
flight line personnel were performed at a slower pace than expected. If 
this were so, it would materially affect our costs. In order to gather 
facts which would either confirm or reverse this impression we decided 
to perform a ratio-delay study of personnel working on the flight line. 


We assigned one of our crew—the man who had maintained the ship 
log during the day shift, and so already knew most of the employees—to 
make the study. During a period of two weeks he made 1,117 individual 
observations of some 50 flight line mechanics, and 1,004 observations of 
40 cabin furnishers (all of whom were unaware of his purpose). We classi- 
fied the work being performed at the time of each observation into one 
of 7 classifications. These were: 


1. Production Operations 
2. Walking 

3. Talking 

4. At tool box 

5. Standing 

6. Sweeping 

7. Absent from area 


Production Operations included only those activities which involved 
working contact with the ship or, as in the case of engine run-ups, all 
working activities involved in connection with the run-up. Some occur- 
rences of the remaining categories were, of course, necessary in the per- 
formance of production activities; the remainder were not. We made no 
attempt to distinguish between those occurrences which were necessary 
and those which were not. 


The results of our study were, I’m afraid, an unpleasant surprise to 
production management. Our earlier impression that flight line mechanics 
were working at a slower pace than might be expected was confirmed, 
since the percentage of their time spent in production operations was sub- 
stantially less than that for the cabin furnishers. 
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In addition to supplying an over-all measurement of performance our 
observations developed some of the conditions which contributed in one 
way or another to the unsatisfactory work activities; these observations 
were also reported to production management. I believe that this technique 
can be useful to auditors in many instances, and recommend that you 
investigate its possibilities. 


RANDOM SAMPLING 


Another technique has to do with sampling procedures. Although after 
several years of investigation we have not found it practical to apply com- 
plete statistical sampling procedures in many of our audit tests—primarily 
because in most operational audits we use fairly small samples—we do 
believe that the principles of random selection of a sample are important. 
We have found several ways in which to assure ourselves that the sample 
selected is truly random without unintentional bias on the auditor’s part, 
and believe one or more of these methods should be applied in the selection 
of any audit sample. I shall briefly describe a few of these methods. 


1. If you are fortunate enough to have one of the electronic data pro- 
cessing machines in your organization, it is quite simple. You just 
tell the people in charge the extent of the document number field, 
and how large a sample you want, and they program the machine 
to provide you with a set of tailor made random sample numbers. 
We sometimes use the IBM 705 for this purpose. 


2. The same results can be obtained with a little more work on your 
part by using one of the many tables of random numbers available. 
I am told that if you select your starting point in one of these 
tables by some unlikely to be biased method—your wife’s brother- 
in-law’s mother’s birthdate, for instance—that you can proceed to 
follow these tables with reasonable assurance that the sample selected 
will be truly a random one, 


3. When dealing with items or documents that do not have a numeri- 
cal sequence, the procedure is only slightly more complicated. Here 
we resort to what is called ordinal selection—which means that 
from a starting point chosen at random, you select every nth item 
on the list or in the file drawer, etc. Here the two points to em- 
phasize are that the starting point must be obtained by random 
means, such as opening a book and looking at the page number or 
cutting a deck of cards, and that all items selected by this method 
be examined before reaching a conclusion, to assure that the sample 

selected is truly representative of the entire population. 





— - 





New Developments in Operational Auditing 21 


No matter what method of selection may be most appropriate in the 
particular case, the point to emphasize is that no unconscious bias on the 
auditor’s part should be permitted to govern the sample selection. Any 
bias should be the result of deliberate intent, such as stratification to in- 
clude a sufficient number of both high and low value items or to ensure 
that each employee’s work will be proportionately represented in the sample. 
But aside from these, the governing principle should be to select the sample 
so that each item in the total population or universe being tested has an 
equal chance of being chosen. Only in this manner can a sample be con- 
sidered as truly representative. 


CONCLUSION 


And now, in conclusion, if I may be permitted to philosophize for a 
few minutes, I should like to leave a few thoughts with you. 


In the last 10 years of internal auditing we have seen some major 
changes take place. The rapid growth in the number of companies using 
internal auditing as a tool of managerial control, and in the number of 
persons engaged in the field, is illustrated by the parallel growth in our 
INSTITUTE. More and more auditors have demonstrated increasing value 
to their management. And I am particularly pleased by the continued 
spread of what I term “operational auditing.” 


I believe that internal auditing, and in particular operational auditing, 
will continue to develop even more rapidly in the next 10 years. Those of 
us who are engaged in this field have a tremendous opportunity to de 
velop ourselves as part of this trend. The continued challenge to our 
abilities in developing new applications for auditing the “other operations” 
and trying new approaches and techniques is to me one of the most satis- 
fying things about my job. 


I hope that all of you will acquire similar enthusiasm and extend your 
work to include a number of audits of “other operations.” With each of 
us working in our own companies and sharing our experiences through 
Tue Institute, I am confident that we shall together achieve substantial 
benefits from further developments in operational auditing. 




















HUMAN RELATIONS IN INTERNAL 
AUDITING* 


By ROBERT W. DORMAN 


ordinator of Executive Development, General Petroleum Corporation 


ly considering how I might make a contribution to your meeting this 
evening, I studied the excellent “Statement of the Responsibilities of 
the Internal Auditor”—with which I believe you are familiar—and was 
very impressed with the clear and thoughtful nature of the statements made 
in that document. It is a privilege to be invited to offer some thoughts to 
a group whose purposes are so sound. I hope that something out of my 
experience may be of interest or value to you. 


I find in your literature a number of references to the “professional” 
nature and status of internal auditing, and I certainly agree that you are 
indeed members of a profession. It must be very satisfying to you to feel 
that your work has attained this stature. 


\s I see it, to be a professional in any line of work—doctor, lawyer, 
engineer, manager, salesman, parent, internal auditor—three things are 
necessary : 

a. A body of knowledge. The professional must have at his command 
accurate information, facts, true statements about a special kind 
of work to which he is devoting himself. I know that most of you 
have spent many years accumulating this body of knowledge, and 
you are constantly adding to it. 


b. The second element of the professional is skill in the methods of 
applying that knowledge technically . . . a competence in the scien- 


tific ways in which the facts may be applied. A doctor knows the 
technical facts about antibiotics; he must also know the methods 
of administering these under varying conditions. Similarly, you 
have learned the technical application of much that you know— 
putting to work the facts by way of procedures. 


The third element of the professional is perhaps the most important. 
He must have a standard of conduct—a self-discipline necessary 
to prevent him from misusing the methods, to take advantage of 
the facts, He must have a sense of direction, of purpose. Perhaps 
we should call it a philosophy—some clear guidance for his be- 


havior. 
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In the medical profession we see this in effect in the Hippocratic Oath, 
and we find it expressed in the purpose of the trade associations and in the 
written creeds of various activities. 


Without this self-discipline, a doctor becomes a quack; a lawyer be- 
comes a shyster; a gambler becomes a confidence man; a statesman be- 
comes a dictator; a parent becomes a tyrant; an internal auditor would 
become at best an autocratic and insensitive enforcer of rules. 


And so it seems to me that you do have these three elements that 
qualify you to be referred to as professionals—and you can be proud 
of that. 


Now, there is another area—that of our relationships with all people 
where all of us would be well-advised to consider the degree to which we 
are professionals. Sometimes we are so anxious just to become technically 
competent, and to get the job done, that we forget that we must develop 
professional qualities in dealing with people. This is the “other arm of 
the scissors” . . . what we know is one arm, how we use what we know 
is the other arm. 


It is in this area that I would like to present a few thoughts—on how 
we might evaluate our professional skill in Human Relations, and the 
course we might take if we recognize a need for change, within ourselves 
Of course whenever we hear ideas on Human Relations we respond in a 
number of ways: 


a. “I don’t need it.” It is difficult for us to admit that good advice 
we may hear on behavior really does apply to us. It requires some 
thing in the nature of a conversation to admit that we need some 
help in improving our association with others. We are getting by 
we have many friends and many pleasant experiences. We some 
how find solutions to our problems. Yet I believe we will in all 
fairness admit to ourselves that most of the problems we have 
come from our lack of skill in dealing with other people. 


b. “I don’t want it.” We are concerned that a speaker is going to 
suggest that we “change”—become a different kind of person, This 
we hesitate to do. We see no harm in suggesting to others that 
they change—but we have a real fear that to change our basic habits 
might bring about many worse problems than we now have. For 
tunately, there is no need to change anything basic. The problem 
is mostly to rediscover the simple ways of showing the friendliness 
and the sincerity we already have. 
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c. “I don’t know how.” When we are scheduled to hear some com- 
ments on Human Relations, we sometimes have this reaction: No 
one ever seems to suggest specifically how we should improve our 
skills—what kind of actions we should take. The answers to our 
Human Relations problems really come from thoughtfulness—an 
honest appraisal of our motives and methods. So, answers cannot 
be presented like formulas. 


Also, there is considerable talk at the moment that we have had “too 
much” good Human Relations, and now we must be tough. It may be 
true that there has been too much soft talk and that the element of firm- 
ness has perhaps been undervalued. The problem is how to get the job 
done right and at the same time hold the liking and respect of others. 
This is of particular interest to auditors, whose profession, more than most, 
inclines them to be direct and perhaps abrupt. 


Before we see how the elements of professionalism apply to our daily 
relations with people, let’s recognize the nature of the problems you face. 
They are indeed difficult ones. 


Acting without direct authority over the individuals with whom you 
must work (and those individuals are extremely varied in nature) you 
must—and I paraphrase: 


a. Appraise the soundness, adequacy, and application of controls 

b. Ascertain the extent of compliance with policy 

c. Ascertain the extent to which Company assets are accounted for, 
and safe-guarded 

d. Ascertain the reliability of accounting 

Appraise the quality of performance 


no 


In terms of knowledge and in terms of technical methods and in terms 
of ethics (honesty) you are indeed qualified to do these things, 


Let’s examine the other arm of the scissors, the extent to which you 
are a professional in your Human Relations, as you set about handling 
these problems. 





It is not unlike the problem you may face, or have faced, with a teen- 
age boy. You must appraise the quality of his performance and school 
work, You must ascertain the extent of his compliance with policies in 
driving his automobile. You must appraise the soundness of his controls 
in selecting television programs; you must ascertain the reliability of his 
social behavior. 
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You must get this job done right and yet maintain the liking and 
respect of the boy. 


As a parent you can be an enforcer of rules, or you can be a man 
concerned about the welfare of his son. This is a distinction of profound 
importance ! 


To be a professional in dealing with people you must have the three 
elements to which we have already referred: 
a. Knowledge of people 
b. Methods of creating right behavior in people 
c. A self-discipline to keep you from going astray and (for example) 
dominating or manipulating 
In the limited time here tonight let’s touch on all three lightly : 


KNOWLEDGE 


Certainly we all have a great deal of knowledge about people and thei: 
behavior—if for no other reason than that we know how we ourselves 
respond to ideas and to people. The one underlying fact I would like to 
draw to your attention tonight is that all people act in such a way as to 
promote or protect what they have. This is not obscure psychology. This 
is a basic statement of motivation. It means that in addition.to wanting 
to promote and protect their material and physical well-being, they need 
also to feel a sense of personal importance. The teen-ager wants the thrill 
of speed, the admiration of his fellows, the challenge of new experiences 
Your co-workers want peace of mind, an adequate income, a sense of ac 
complishment, recognition as individuals, etc. 


METHODS 


What do we know about the methods of dealing with people? We know 
a great deal—as evidenced by the things you have said and done here this 
evening, You have said many pleasant, courteous and thoughtful things ; 
you have done a number of small, kindly acts to show your friendliness 
Your whole attitude has been constructive, pleasant, reassuring, friendly 
sincere, because your purpose here tonight is clear and good. You ar 
at your best—because your purpose is good—you want to show it—and 
so you use the methods that you know are in accord with the basic fact 
of human nature. 


When we try to carry methods over into job relationships, the picture 
becomes less clear. That is our problem. 
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PHILOSOPHY 


What about the self-discipline necessary to make us professionals in 
dealing with people? 


The self-discipline I would like to suggest is based on this simple fact: 
“people will help us obtain a greater share of what is right if they feel 
that they, too, share in the benefits.” Thus the guidance is that we must 
devote ourselves to making clear to others that our purpose basically is to 
help them as well as helping ourselves. 


This is not an easy discipline. 


Let’s see how it applies in handling the problem of the teen-age boy. 
Certainly we recognize that our purpose in dealing with the boy is good— 
so that we do have the right motive. However, our viewpoint is considerably 
different, and therefore we have difficulty in making the rightness of our 
point of view clear and acceptable to him. The reasons we know for his 
correct behavior do not appeal to him at ail. 


We think in terms of his safety, or his health, or his culture—notions 
which have little appeal for him. Therefore, if we do not have a basic 
philosophy to guide us we may become impatient, we may simply issue 
commands, and in generai become a non-professional parent. We may get 
the job done, but the resistance goes underground. The scars are left. 


By constantly referring in our own minds to this philosophy—that we 
will get his willing cooperation only if he sees good reason to give it—we 
will have guidance for the actual methods we must use. This way we can 
develop patience, willingness to consider his feelings, and taste and appreci- 
ation of his viewpoint. We can guide ourselves to find the real ideas that 
will cause him to take the right actions. We find a place for him where 
he can drive fast; we emphasize the good reasons for the traffic laws. 
We help him obtain the admiration of his fellows by mechanical know- 
ledge, etc. 


In our dealings with business associates we have lots of methods. We 
have our favorite ways of saying things, of doing things, of showing our 
feelings. We know what kind of thoughtful things will get people to re- 
spond favorably. We know the value of a smile. We know the power in 
performing small courtesies—such as adopting the local office habits. We 
know the thoughtful things to do—like not criticizing in public—like being 
constructive in our comments rather than destructive or bitter. We know 
that we must respect confidences—give credit where credit is due—observe 
the right channels of communication within an organization—etc. 
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These are methods, and we know they are good because we recognize 
that people act to benefit themselves or others, and that they need a sense 
of personal worth. 


Perhaps the reason we don’t do these things more frequently in out 
working relationships is that we have never accepted fully this basic 
guidance that people will help us only if they share in the benefits—i.ec., that 
we are actually in the business of benefiting other people. This require 
thoughtfulness. It takes time. It requires adjusting a few simple habits 
Mature men recognize this philosophy, having within themselves this sense 
of direction, the underlying purpose to all their actions that are thoughtful, 
that are considerate, that get the job done willingly through others. 


Specifically, then, we know this purpose is good: “To be of service t 
management” there remains the task of making this clear to the individua 
with whom you must work—expressing to him, in terms that he will 
understand, the real purpose of your work. 





From his point of view, why are you appraising the soundness, acd 

quacy, and application of controls? 

Will he gain by showing you his records and perhaps pointing out 
actions that concern him? 

Why should he help you to appraise the quality of his performanc« 
There are some really good answers to that—but it takes thought 
fulness. 

Will he benefit when you ascertain the extent of his compliance 
policy ? He will, but it is up to you to make clear how he will 


And so with the other problems you face. I imagine that if we pri 
pared ourselves by this thoughtfulness before we dealt with individuals, 
our attitude would be better and we would discover more readily the best 
methods to use. 


Let me sum up this way, We have the knowledge needed to becon 
professionals in dealing with people. We are familiar with most of th 
methods that are effective in causing behavior in people. Perhaps the on 
element to which we should give renewed attention is this one of the 
personal philosophy regarding people—namely that we will obtain the 
help of people only to the extent that we can make it clear that our pur 
pose is basically right from their point of view. In this way our own lives 
can become fuller and more productive. 











THE AUDITOR: FRIEND OR FOE?* 
By PAUL V. FARRELL 
Editor, Purchasing Magazine 








N THE MINDS of many purchasing agents, the auditor is a kind of 

bogeyman. He comes into the purchasing department armed with pencil, 
calculating machine, and a how-many-pieces-of-paper-do-you-handle atti- 
tude. His approach is strictly that of an accountant, He doesn’t know or 
appreciate what purchasing is doing, so he can’t properly evaluate its per- 
formance. An internal audit is simply an attempt to judge what is basically 
an exercise in judgment according to a rigid rule book. 

Now there’s a certain amount of truth in each of these charges, as any 
purchasing man who has been audited can testify. But half-truths are 
dangerous, and the P.A. whose relations with auditors are colored by 
these misconceptions is doing a disservice to himself and to purchasing 
in general. 

The audit is a distinct and necessary function of business. Purchasing 
should accept the principle of the audit—completely and ungrudgingly— 
then work for a better understanding with those who audit his operations. 
Given a little insight into the nature of the buying job and the problems 
of his fellow-custodian of the company’s funds, the auditor can put power- 
ful support behind purchasing’s drive for recognition and autonomy 

Consider the auditor’s report on purchasing submitted to the top 
management of a large eastern equipment manufacturer. Plenty of sweet 
was mixed in with the sour. Among his recommendations were these : 

— That management draw up a detailed written policy, clearly establishing pur- 

chasing’s responsibility and authority ; 

— That expediting be made purchasing’s responsibility exclusively ; 

— That special efforts be made in the operating departments to cut down the num 

ber of rush requisitions ; 

— That material control be prohibited from issuing releases against blanket orders 

without approval from purchasing ; 

— That separate buying by research and development be eliminated and returned 

to purchasing ; 

— That purchasing be kept free of reciprocity pressures, if it is to do an efficient 

job of buying. 

In this particular case, some of the recommendations made were not 
made in defense of the purchasing department. Purchasing, through its 
own weakness or indifference, had allowed unhealthy situations to de- 
velop. But regardless of who was responsible, the situations had to be 
cleaned up for the good of the purchasing agent and the good of the 
company. And the auditor was the man who led the fight to get it done. 

A good audit is a good thing for purchasing. Don’t buck the auditor. 
Help him understand the purchasing function and before you know it 
you'll have made him a member of your team. 


* Reprinted from Purchasing Magazine, February 29, 1960. 
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THE EXPANDING ROLE OF INTERNAL 
AUDITORS IN THE FEDERAL 
GOVERNMENT 

By W. L. CAMPFIELD 

United States Army Audit Agency 


OTH in private industry and in public administration the art and 

practices of management have undergone significant changes in the 
past twenty years. Managers have been compelled to strive for greater 
efficiency, to establish better organizational structures and to maintain 
tighter control over operations. In effecting these changes they have suc- 
cessfully introduced many labor saving and cost saving devices. 


In this process of change new and unparalleled opportunities have 
been given to accountants and auditors in the Federal Government in what 
amounts to a challenge of assistance. An acceptance of this challenge will 
help managers in government do a more effective job in controlling opera- 
tions by furnishing better and more timely information to Congress, which 
in turn can present more meaningful reports to the public at large on the 
collection and expenditure of the taxpayers’ dollar. 


As internal auditing has developed and matured, it has become some- 
thing more than a mere verification of arithmetic, the vouching of assets, 
the checking of documents for proper authorization and the like. It has 
become part of the management technique. It has kept pace with the in- 
creasing needs of management as business has decentralized by developing 
intermediary devices to secure objective analyses and data regarding wide- 
spread operations. 


Internal auditing employs investigative and analytical methods that are 
basically simple. It is this fact that has made them easy to apply in areas 
other than those of traditional accounting. Internal auditors are trained 
and disciplined in the exacting tasks of appraising the financial and eco 
nomic significance of all operations. Because of this, managements have 
time and again used internal auditing as a primary instrument to control 
and improve the administration of the enterprise. It has proved itself both 
in government and in private industry as the most desirable medium by 
which top management can expand decision-making and _ responsibility 
down the line in an organization. This expansion of management is feas- 
ible because through modern internal auditing top management has a 


satisfactory device for checking upon and appraising lower management's 
exercise of delegated authority. 
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It is well to recognize that internal auditing is but a part of an aggre- 
gate of controls or safeguards by which a management gains certain assur- 
ances about the operations for which it has responsibility, The aggregate 
of safeguards is commonly termed internal control. Perhaps the best 
definition of internal control has been set forth by the American Institute 
of Certified Public Accountants in a pamphlet published by that organiza- 
tion in 1949 entitled “Internal Control.” The definition by the American 
Institute highlights the fact that an adequate system of internal control 
extends beyond matters related directly to functions of accounting and 
financing and includes such matters as budgetary estimating and control, 
performance standards, statistical analysis, training programs for the im- 
provement of capabilities of employees, and an efficient internal audit staff 
to provide additional assurance to management as to the adequacy of its 
prescribed procedures and the extent to which they are effectively per- 
formed. Internal auditing as a part of an effective system of internal con- 
trol represents, in the words of Tue INstiTuTe or INTERNAL AvuDiIToRs, 
the independent appraisal activity within an organization for the review 
of the accounting, financial, and other operations and thereby provides a 
protective and constructive service to management. Internal auditing in 
this sense is a type of control which measures and evaluates the effective- 
ness of other types of control. 


In order that the mission of internal auditing may be carried out to 
the maximum of usefulness, members of internal audit groups must be 
free to review and appraise policies, plans, and procedures, and operations 
horizontally and vertically throughout an organization. Internal auditing 
is characterized as a staff function, independent of accounting and oper- 
ating processes, and responsible to a member of top management. Operating 
in their staff and advisory capacity, internal auditors go into various de- 
partments and operations of an organization with primarily two basic 
objectives in mind: 


1. To consider and evaluate the effectiveness of protective and safe- 
guarding devices prescribed by management. This phase of internal audit- 
ing, which is generally described as compliance auditing, is concerned pri- 
marily with verification and review of records and reports. On the basis 
of facts established in this phase of internal auditing, the auditor arrives 
at a basis for the second phase of his work, which involves constructive 
appraisal and recommendation. 


2. To constructively appraise operations. In this phase of his work, 


the internal auditor is concerned with whether the policies and procedures 
prescribed by management are adequate and effective, or, on the other 
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hand, wasteful; whether reports disseminated to management fairly por- 
tray a picture of operations; whether local managers or supervisors have 
made improvements or developed methods which would be advantageous if 
extended to other departments or activities of the organization; and to 
make other determinations which will assure top management that it has 
received and will continue to receive value for each dollar expended. 


In the course of his examination the internal auditor promotes com- 
munications in that he brings to operating personnel informal explanations 
of top management’s reasons for prescribed policies and procedures, and 
in turn he ascertains trouble areas, the opinions of operating personnel 
with respect to these troublesome areas and with respect to other matters, 
and relays valuable comments and suggestions to appropriate levels of 
management. In a nutshell the internal auditor’s work may be described 
as factfinding and objective reporting to all elements of management with- 
in an organization. 


After having reviewed the role of modern internal auditing, it is appro- 
priate to see how this management control technique is practiced in the 
Federal Government. 


HIGHLIGHTS OF THE GROWTH OF INTERNAL AUDITING IN THE FEDERAL 
GOVERNMENT 


In recent years technical journals, especially The Federal Accountant, 
have included several papers dealing with evolutionary changes in auditing 
performed in the Federal Government. A recent paper by William A. 
Newman, Jr., Past President of the Federal Government Accountants 
Association, is especially concise and informative in this regard.’ 


Two aspects of the evolution are particularly significant, namely: (i) 
the broadened role of the General Accounting Office as the premier internal 
audit arm of the Federal Government as an entity, and (ii) the rapid 
growth and acceptance of professional type auditing within the Executive 
Branch of the Government. 


Since its creation in 1921, the General Accounting Office has under- 
gone basic changes in audit approach and programming in its role as “the 
independent auditor” of Government operations. Some of the most far reach- 
ing of these changes occurred subsequent to World War II. For example, 
the Budget and Accounting Procedures Act of 1950 provided a mandate 
for the General Accounting Office to prescribe principles, standards, and 


* William A. Newman, Jr. “Evolutionary Changes in Auditing in the Federal Govern- 
ment,” The Federal Accountant, December 1958, pp. 41-55 




















32 The Internal Auditor 
related requirements for accounting to be observed by each federal agency. 
The Act also directed the General Accounting Office to audit the financial 
operations of each agency, giving proper regard to the effectiveness of 
internal control and related practices, including internal audit, in each 
agency. 


As a result of the broader charter, the General Accounting Office has 
by fiat a responsibility for furnishing guidance to various governmental 
agencies in respect to accounting, auditing and related financial controls 
and, as a corollary, a responsibility to Congress, as agent of that body, 
to assure that accounting, auditing, and other financial controls through- 
out government are maintained at a competent, professional level. The 
General Accounting Office discharges these responsibilities in a manner 
that enhances the professional prestige of its office as well as for government 
accountants and auditors as a whole. In this connection, it is noted that 
the August 1957 statement on Internal Auditing released by the General 
Accounting Office places considerable emphasis on the need for each 
governmental agency to establish an effective internal review system as an 
aid to better management. Since this statement was addressed mainly to 
top agency management, the over-all position of the General Accounting 
Office with respect to the managerial significance of internal auditing is 
quite clear. 


The rapid growth and acceptance of internal auditing within the Execu- 
tive Branch of the Government are consequences of legislation, especially 
the National Security Act Amendments of 1949 and the Budget and Ac- 
counting Procedures Act of 1950, and the compulsive need for new “tools 
of management” occasioned by the rapid expansion of Government and 
attendant increases in volume of spending during the last decade. At 
present each of the executive agencies has established formal internal audit 
staffs in various forms and scale of objectives. Obviously, there can be no 
fixed pattern of management controls, including internal auditing, in the 
diversity and complexity of departments and agencies comprising the 
Federal Government. Accordingly, the form, the size, and the scale of 
coverage of internal audit staffs will vary. These staffs range from small 
groups of less than a hundred members performing limited coverage, ¢.g., 
those employed by Bureaus in Departments such as Commerce, Interior, 
etc., to monolithic staffs ranging from 750 auditors up to approximately 
2,000 auditors in the military departments. The intermediate range con- 
sists of what may be termed medium-size audit organizations, e.g., the 
Audit Division of the Commodity Stabilization Service, Department of 
Agriculture, comprising approximately 300 members, or the Internal Audit 
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Division of the Atomic Energy Commission, consisting of approximately 
200 auditors. 


Better than half of Federal spending during recent years has been for 
national defense (¢.g., the President’s proposed budget for Fiscal Year 
1960 called for military expenditures approximating $41 billion, or 53% 
of total proposed expenditures of $77 billion). In these circumstances it 
is apparent that the Departments of the Air Force, Army and Navy have 
an enormous stake in their internal audit staffs and programs. The internal 
audit programs followed in each of the military departments conform in 
every major respect with modern concepts of the objectives and scope of 
internal auditing. 


Many of the federal agencies, both civil and military, have made notable 
progress in applying modern concepts and practices of internal auditing. 
The evidence indicates that progress, in general, during the last decade 
compares favorably with progress achieved in private enterprise in ex- 
tending the service and management acceptance of internal auditing. In 
large measure, the emergence and growth of internal auditing is one of 
the significant accomplishments in the long history of efforts to achieve 
efficient financial management in the Federal Government. 


SELECTED EXAMPLES OF SIGNIFICANT MANAGEMENT CONTRIBUTIONS BY 
GOVERNMENT INTERNAL AUDITORS 


Doubtless our discussion wiil be enhanced through citation of a limited 
number of examples of the scope of examination performed by various 
internal audit organizations within the Federal Government, and the kinds 
of findings and recommendations reported to responsible management in 
the Government.’ It is not essential, except in one or two cases pertaining 
to work performed by the General Accounting Office and by audit agencies 
of the military departments, to identify the specific governmental agencies 
or their related internal audit or review staffs. A further word of qualifi- 
cation is in order. The establishment of a direct cause-effect relationship 
between reported audit findings and recommendations and subsequent 
management action in the area reported upon is difficult if not sometimes 
impossible. This is true especially in regard to timing and the form in whicl 
a management action appears. 


Due to its position as agent of Congress in performance of independent 
auditing of the entire span of Government operations, the General Account- 


* Examples compiled by author based upon research of published materials of various 
government internal audit organizations, and through interview of responsible of 
ficials of selected agencies 
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ing Office-examinations and recommendations emanating therefrom are 
generally broad and in many instances of great impact on the govern- 
ment as a whole, Obviously, the work performed by the internal audit or 
review staffs of the various governmental agencies is of considerable value 
and assistance to the General Accounting Office. One example, in particular, 
is identified with the General Accounting Office because it illustrates a 
scale of coverage not normally within the purview of any audit organization 
within the Executive Branch. This example is the examination of the 
Military Assistance Program performed by the General Accounting Office 
in 1957. There is little need to discuss many details because these were 
covered fairly extensively in the paper by William Newman referred to 
earlier.’ 


The Military Assistance Program represented funding of approxi- 
mately $25 billions through Fiscal Year 1958. The General Accounting 
Office review and evaluation of the program included examination of: (i) 
programming in all its stages, t.e., the manner in which material require- 
ments were determined by the military assistance advisory groups in various 
recipient countries ; review by unified military commands of these require- 
ments ; and the manner in which responsible commands adjusted programs 
based on budget limitations, programming criteria and force goals; (ii) 
supply, storage, and shipment of end items; (iii) control over receipt and 
use of material; (iv) methods and practices in determining, recovering, 
and redistributing excess property; and (v) cost and pricing practices. 


tased upon its broad scope examination, the General Accounting Office 
was able to make several important recommendations to Congress. A few 
are worthy of briefing, e.g., (i) it was recommended that the Secretary of 
Defense review and re-establish approved force objeciives after giving 
consideration to the capabilities of recipient countries, military objectives 
of the United States, and priorities of desired accomplishments ; (ii) recom- 
mendation was made that adequate estimates be made of aggregate long 
range costs required to achieve approved force objectives in each recipient 
country and on a world-wide basis; and (iii) it was recommended that 
programming responsibilities of various agencies within the Defense De- 
partment be clarified and annual requirements be developed on an austere 
basis compatible with the demonstrated capability and willingness of recip- 
ient countries. Defense officials generally were in accord with recommenda- 
tions made by the General Accounting Office and took action in a number 
of areas. However, some of the recommendations required considerations 


William A. Newman, Jr., op. cit. pp. 44-47. 
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and determinations by the Secretary of State, the National Security Coun- 
cil, the President, as well as by Congress. 


During the Fiscal Year 1958 the internal audit organization of one 
military department made recommendations to responsible procurement 
officials with respect to propriety and applicability of claimed costs that are 
expected to result in reductions in negotiated prices of procurement of 
better than $100 million. 


It may be desirable to place a price tag on perhaps one illustration of 
economy in military procurement occurring as the proximate result of 
audit by an internal audit organization. Examination made at four major 
engine production plants indicated that substantial savings could be realized 
if petroleum products required in the manufacturing process were furnished 
by the Government instead of being procured by contractors and billed as 
part of the price of the end item. Based upon the findings and recommenda- 
tions of the audit organization, the responsible military Procurement Office 
revised its procurement policy in the above regard and was able to achieve 
an annual savings of approximately $1.5 million. 


The following selected examples of significant contributions by govern- 
ment internal auditors are presented in brief and without dollar approxi- 
mations of economies. The tabular summarization identifies by functional 
management areas only key aspects of management action recommended by 
auditors representing various governmental departments and agencies. For 
each of the cited recommendations, action taken or started by responsible 
management has resulted or will result in substantial savings in the Govern- 
ment. 


Functional Management Area Brief of Recommended Action 


A. Accounting 1. Adoption of realistic cost ac- 
counting methods and systems. 

2. Conversion to machine account- 

ing, automatic data processing 


methods, etc. 

B. Budgeting and Fund Control 1. Return to Treasury of excess 
Funding of Commercial Type 
operations. 


2. Adjustment, deobligation, or 
other action on questionable 
commitment or reservation of 

funds. 






























ee 


Housing Control 


Inventory Control 


Lease or Construction of Build- 
ings for Government Occupancy 


and Upkeep of 


Maintenance 
Property 


Pay and Pay Allowances 


Personnel Administration and 


Utilization 
Production 


Program Planning—Project 


Type Aid 


Purchasing and Contracting 


Revenue, Sales, Collections 


The Internal Auditor 


i. 


Develop feasible and economical 
methods of insurance procure- 
ment in respect to rent 
housing projects. 


low 


Conversion of non-standard 
items to standard. 

Proper determination of fair 
building values as a basis for 
computing rental 


rates. 


fair annual 
Elimination of repair or trans- 
shipment of items not economi- 
cally repairable. 

Equalization, between various 
classes of enlisted military per- 
sonnel, of monthly clothing 
maintenance allowance. 
Strengthening programs for in- 
centive and other merit awards, 
promotion programs, etc. 
Improving controls to prevent 
uneconomical production runs. 
Adopt procedures and controls 
substantive 
financial 
reasonably firm cost estimates, 


to assure advance 


technical and plans, 
and necessary legislative action 
by recipient countries in support 
of project type aid. 

Contract for direct shipment from 
vendor to consuming agency to 
eliminate intermediate  ware- 
housing and trans-shipment. 
Perform commercial contracting 
where more economical than pro- 
duction by government agency. 
Re-establish U. S. Rule (i, 
payments applied first to accrued 
interest) as basis for computing 
interest on loans receivable. 
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M. Transportation (Persons and 1. Recoup losses for in-transit dam- 
things ) age to cargo shipments. 


N. Warehousing and Storage 1. Consolidate storage facilities and 
related activities. 


Admittedly, the foregoing examples give only a fragmentary, though 
partly panoramic, picture of the diversity and complexity of Government 
activities and operations that are examined and evaluated by internal audi- 
tors in the Federal Government, They are, however, indicative of the scope 
and depth of work by government auditors in serving as a constructive 
instrument of management control. 


PROSPECTS FOR WIDENING THE HORIZONS OF GOVERNMENT AUDITORS 


Many new and novel techniques of financial management have been 
adopted in the Federal Government during the past ten years. Some of 
these, ¢.g., automatic data processing and engineered production standards, 
originated in private industry. Others, such as performance budgeting and 
control, originated in and have unique application to public administration. 


It is reasonable to expect that improvement in the financial management 
of the Federal Government will continue at a rate equal to, and possibly 
in excess of, that achieved during the past ten years. Truly it may be said 
that the business management of government is undergoing a mild revo- 
lution. 


It is to be expected that internal auditing, along with other control 
instruments of management, will likewise continue to undergo revolution- 
ary changes and improvements. Notwithstanding the progress achieved by 
government internal auditors in recent years, it is believed that additional 
attention and effort needs to be devoted to focusing the objectives of in- 
ternal auditing more closely on matters that lie at the very heart of the 
management process. For example, considerable additional assistance to 
management can be furnished by experienced and well rounded internal 
auditors with respect to planning organizational structures and relation- 
ships, devising improved systems for controlling and reporting on opera- 
tions in terms of assigned responsibilities, aiding in the development or 
construction of economic or financial models, and the like. 


It is worthwhile to discuss briefly a few of the specific areas in which 
the internal auditor may better assist management in planning for and 
controlling operations. One of the areas to which he might early direct his 
skills is that of testing the organization’s accounting system in a way to 
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improve the collection and publication of accounting and related statistical 
data in terms of organizational and personal responsibilities and account- 
abilities. 


Another area to which the auditor can early direct his trained business 
acumen is that of aiding management in the construction of financial or 
economic models of operations. This function will require careful identi- 
fication and measurement of the key factors involved in major operations, 
and the establishment of relationships among these factors which can be 
used as a basis for projecting alternative decisions and predicting the 
outcome of such decisions. Improved accounting systems and financial 
models should be productive of better information for managerial use in 
forward planning of over-all organization operations, in choosing the right 
project among alternatives for carrying out effectively and economically the 
mandates of Congress and the Executive Branch of Government. 


Another area for the intensive attention and assistance of the internal 
auditor is that of aiding management in objectively assessing the impact of 
electronic data processing devices on the entire fabric of organization con- 
trol machinery. The auditor can be particularly useful in assisting manage- 
ment to decide upon the data-gathering operations most susceptible to 
automation. The decision should be made in the light of economy and the 
best over-all interests of the enterprise and without regard to time-honored 
individual functional responsibilities. 


All of the foregoing represent areas in which record data are a signifi- 
cant part of the tools or instruments by which management plans and 
controls its operations, There are to be sure other management areas in 
which the tested abilities and attitudes of experienced internal auditors 
can be utilized more profitably by management. One that is receiving in- 
creasing attention in private industry is fuller use of internal auditors in 
promoting timely and adequate communication throughout the organiza- 
tion. Full discussion of this interesting aspect of prospective utilization of 
auditors could alone constitute the basis for an article. 


In any discussion of prospects of wider horizons for internal auditors, 
it is worthy to note that the sphere and contribution of internal auditing 
has, too often, been viewed from the narrow confines of technical account- 
ing. Most of us can agree that managements are likely to find that their 
long range best interests are well served through assuring that internal 
auditing is represented in management councils and that internal auditors 
are given maximum opportunity to assist management in achieving its 
major plans and objectives. 
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SUMMARY 


The complexity and dynamics of the Federal Government compel its 
managers to spend more and more time in forward planning and in evalu- 
ation of efficiency of operations. In a highly competitive and technological 
society such as ours managers must keep on top of their organization situ- 
ations in order to insure that all resources are properly geared for smooth 
adaptation to changing environmental conditions. An alert management 
will use every tested means available to predict the effects on its organiza- 
tion of technological as well as social and political changes. By assuring 
itself that it has an adequate internal planning and control mechanism in 
operation, a management will be in position to guide innovations and 
changes constructively along the lines of its thinking. 


Alert management will develop and utilize all techniques, methods and 
practices necessary to keep it informed at all times of the status of physical 
and human resources for which it has responsibility. Internal auditors are 
perhaps the best qualified of the internal specialists to aid management in 
its over-all efforts to achieve highly synchronized and effective planning, 
control and evaluation of operations. 


The progress achieved by government internal auditors during the past 
decade attests to the fact that internal auditing has come of age as an in- 
strument for furthering the cause of good management in Government. 


As a concluding thought about the contributions of modern internal 
auditing, experienced and imaginative internal auditors may view them- 
selves as being at the threshold of what an anonymous poet once called: 
“A future big with hope ; expanded with the promise of endless tomorrows.” 











THE AUDIT OF PENSION FUNDS" 


By DON M. MATTOCKS 


Corporate Secretary, Warren Petroleum Corporation 


ISHONESTY is shocking ; but the complacency of the public toward 
it today is still more disturbing. 


In recent months certain labor leaders—or should we say “racketeers” 

have been indicted in news stories for their raids on employee benefit 
funds, with hardly a ripple of public indignation. Fifty years ago public 
wrath—quick, hot, and long lasting—would have accomplished wholesale 
corrections of the lax conditions which invited such dishonesty. Today, a 
toothless Disclosure Act is about the only evidence that people are dis- 
turbed ; and the racketeers remain smugly in office. It is obvious that “mass 
apathy” has replaced “mass conscience.” 


That means that business leaders must be more alert to detect—or 
better, prevent—loss of funds held in trust for employees, 


3ut union welfare schemes, and dishonesty in their administration, 
probably hold less interest for us than employer-established plans. And 
even as to those, the prevention of peculation solves only one of many 
problems. In fact, the field is so vast that it will be well for us to stake 
off a small corner of the domain, and do our roaming and exploring with- 
in the limits of that staked-off corner. 


The area, so far as I am concerned, must be limited to trusteed pension 
or profit sharing plans, because my experience goes no further than that; 
and even here, I must confess to a few unfamiliar acres. You may be sure 
that if any of my comments are applicable to funds or plans outside that 
area, it will not be intentional. Furthermore, my approach to the field has 
always been from the direction of the employer, and not the auditor, be- 


cause I know practically nothing about accounting and auditing. If that 
implies that I do know something about the employer’s viewpoint, the 
implication is correct to this extent: The questions and problems which 
have required my time and attention for the past sixteen years have been 
those which confront the employer. The fact that many of them remain 
unanswered—or, more accurately, the fact that I, personally, am unable 
to answer many of them—should make little difference for the purpose of 
this discussion ; because your chief interest, I assume, is to gain a clearer 
insight into the nature of the employer’s needs and desires, and to know 
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the problems with which he is daily confronted. You undoubtedly recog- 
nize that founders of pension funds for employees are, to a rapidly in- 
creasing extent, depending upon men of your profession and knowledge 
and skill. They need your advice and help in solving the complex mass 
of problems which they face. They meet those problems not only when 
the plan is first established, but throughout its administration and upon 
its modification or discontinuance. 


It is my purpose to help you prepare to cope with some of those prob- 
lems when they are presented to you—not by telling you the answers, 
certainly—but by suggesting to you what the questions may be, and per- 
haps, as to some of them, why they are asked. Then you can decide which 
of those questions and problems can properly be considered by men of 
your profession ; and of course you have the skill necessary to pursue the 
subject and learn the answers if you do not already know them, 


If this approach to my subject, “The Audit of Pension Funds,” ex- 
plores a broader part of the field than you had anticipated—or maybe an 
entirely different part of the field—it will be because the area in which 
the internal auditor properly functions is more closely circumscribed 
than I believe it to be. 


Most of your opportunities for assisting an employer in relation to a 
pension fund will come, of course, during its administration. It is possible, 
though, that a proposed plan will be handed to you, just prior to its sub- 
mission to the board of directors for adoption, with the request that you 
“Check it out.” You will be indeed fortunate if you have been invited to 
participate in the planning at some such earlier stage in the development 
of the pension plan; and I believe the employer can profit immeasurably 
by seeking your advice from the beginning. At whatever stage you first 
become interested, however, it will be very helpful if you can know why 
the employer wants the plan—what purpose it is supposed to serve. It is 
not always possible to learn the reasons, or all of the reasons, behind the 
move; but the more clearly you see the employer’s viewpoint, the more 
likely you are to come up with a satisfactory solution to each of the 
problems you meet as the plan is developed and administered. 


For example, if the employer wishes to attract young, aggressive em- 
ployees, and to provide incentives for them to do more and better work, 
you will know that his aim is less likely to be accomplished by the promise 
of retirement benefits after a long period of service than by a plan which 
provides more immediate rewards—possibly through profit-sharing. Or: 
if he wishes to reduce turnover in his labor force, you may well guess 
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that he will not look with favor on a proposal for early and full vesting 
of benefits, for that would enable employees to jump to greener pastures 
without losing benefits attributable to service with their first employer. 


Sometimes the employer’s motive may not be entirely clear even to 
him. He may merely wish to keep “in style.” A feeling of benevolence 
toward his employees may be involved. And he may have in mind the 
“tax advantage” to be gained. If he understands fully the nature of that 
“tax advantage,” it should not be necessary to warn him against the danger 
of falling into the position of the housewife who saved so much money at 
bargain sales that her husband finally had to say, “Honey, we just can’t 
afford to save any more money.” 


If you are advising an employer at the inception, you may find his 
first question is “What type of plan should we have?” when it had better 
be, “Shall we have a plan at all?” Men of your profession and position 
are certainly equipped to compare the advantages of having a plan— 
nebulous though some of them may be—against the probable costs and 
disadvantages involved. Such a comparison should, of course, take into 
consideration the interests of stockholders, including executives who hold 
stock—and should take into account such matters as the type of business 
and the stability of its income, the number of employees to be covered, 
and many other questions. Probably when the comparison is complete it 
will show that some type of plan is appropriate and advisable; because 
most of the disadvantages may be overcome by judicious choice of the 
type of plan and the extent of benefits to be provided by it. Obviously, if 
you are to help solve the problem of whether a plan should be adopted, 
and if so, what type of plan, you will need to do some research and con- 
siderable thinking. 


Suppose we assume that decisions have been made: 


First, that some type of plan is advisable; 
Second, that it should be a pension plan, rather than a profit- 
sharing or a stock bonus plan. 


The employer’s next question (excluding such legal questions as 
whether the corporation has a legal right to establish a plan, whether it 
should be ratified by stockholders, and whether compliance with Blue Sky 
laws and S.E.C. regulations is necessary) may be “What will it cost?” 
and the related question, “When must the costs be met?” 


Besides the obvious factors that affect costs—such as the kind and 
amount of benefits to be paid, and whether or not employees will contri- 
bute toward the costs—there are other decisions that may have a con- 
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siderable influence. For instance, the choice of actuary. And there, paren- 
thetically, is another possible question from the employer: “Why must 
we have an actuary ?” 


The actuary has been said to be, among other things, “a cost account- 
ant in the narrow field of insurance and pensions.” He might also, since 
he deals in average ages, average mortality rates, and other averages, be 
described as “An individual who has his head in the refrigerator, his feet 
in the oven, and, on the average, feels comfortable.” 


The trouble is, some of them wish to feel too comfortable. So, while 
your trust fund may be earning four or four and a half per cent, the con- 
servative, old-line actuary may contend that over a long period of years, 
on the average, trust funds should not be expected to earn more than 
two and a half per cent. If he adopts that assumption, up goes the annual 
contribution rate in the early years of the plan. Another actuary may 
adopt a more realistic viewpoint; and thus the costs—or at least their 
time of payment—may be substantially affected by the choice of actuary. 


The choice of trustee, and the investments he is permitted to make, 
may also be substantial factors in the cost picture. Among trustees there 
is a diversity of opinion as to the proportion o1 the trust fund which 
should be invested in common stocks rather than bonds and preferred 
stock. The trend, as you probably know, has been toward investing a 
higher percentage in common stocks, but conservative trustees still be- 
lieve in the safety, stability of yield, and liquidity of bonds. 


If your advice is to be given weight in the selection of an actuary and 
a trustee, clearly you should be prepared not only to make recommenda 
tions, but to show the reasons for those recommendations. 


Incidentally, it strikes me that the internal auditor may serve quite 
helpfully in another way, also: that of an “interpreter” between the em- 
ployer and his wishes, on the one hand, and the actuary and his sometimes 
obscure concepts, on the other. The average businessman has neither the 
time nor the inclination to acquire a thorough understanding of such 
terms as “actuarial equivalent,” “unfunded past service costs,” or “present 
value of prospective benefits,” nor to become familiar with the methods 
used by the actuary in calculating costs and contributions required. An 
intermediary is needed—one with the patience and the accounting and 
auditing background to enable him to understand the language of the 


actuary, and one who also has the skill to interpret the actuary’s mumbo 


1 Russell R. Reagh, Conference of Actuaries in Public Practice, p. 178, Vol. VII. 
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jumbo into understandable words and to communicate them effectively 
to the employer. I believe the scarcity in industry of men able to deal 
with the actuary on his own ground has had a tendency to cause the 
actuary to usurp, to some extent, the functions of the corporate lawyer, 
the accountant, and the tax advisor. Maybe you can have a part in cor- 
recting that situation, 


As to the matter of when costs must be paid—timing the contribu- 
tions—many questions occur. At the start, there are several choices of 
funding methods: Entry age normal cost, attained age normal, money 
purchase, and terminal funding, to name only a few. The actuary can be 
helpful in making a selection; but the internal auditor, with a knowledge 
of management’s philosophy and a grasp of the firm’s economic history 
and probable future, is in a much better position to recommend a solution. 
He should study the possible ways of funding costs of the plan, ascertain 
the effect of each on the timing of costs, and consider which will best fit 
the needs of the company. Terminal funding, for example, goes to the 
extreme of deferring costs of an employee’s pension until his actual re- 
tirement. Naturally it has a number of disadvantages and would very 
seldom, if ever, be chosen as the best method. 


As to all of these questions, and many more, the internal auditor can 
be helpful to the employer; but I suspect that fundamentally, when the 
boss says “Check it out,” he is briefly asking: Will contributions to the 
fund be deductible? Will income of the fund be exempt from tax? What 
will employees think of the plan? How does it compare with plans of our 
competitors? Do you think we can still maintain an adequate margin of 
profit in future years with this added cost? 


And maybe the employer is thinking, too: The actuary says the plan 
is sound; the trustee approves; the personnel manager recommends it; 
but each of them has something to gain from its adoption, and undoubtedly 
each is considering it from a different angle, and a viewpoint less broad 
than the employer desires. 


In addition to the trustee and the actuary, the employer will normally 
appoint an administrative committee or “retirement board.” That com- 
mittee or board must keep books. The internal auditor can be quite helpful 
in deciding what records should be maintained and in what form. Certain 
specific requirements must be met, and the accounting should be adequate 
for those purposes, of course; but unless the committee and the com- 
pany are well advised, a great deal of time and money can be wasted 
in keeping useless records. We know that certain reports must be made 
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annually, that the actuary requires considerable information at each valu- 
ation of the plan, and we know that our records should be adequate to 
meet the requirements of a court in the event of a lawsuit involving 
accounting questions; but what other purposes should our accounting 
procedures serve? For example: if a bank or trust company is acting as 
trustee of the fund, it will submit monthly or quarterly, as well as annual 
statements. They will show securities purchased and sold and dividends 
and interest received. Should we check amounts shown on those state- 
ments against market prices of the securities on the dates they were 
bought or sold, and against financial publications showing dividends paid? 
Or is it sufficient if the company has only a general idea of how success- 
fully the trust funds are being invested ? 


Who but an internal auditor can tell the employer, or the plan com- 
mittee, whether a detailed examination of all items in the trustee’s ac- 
counting reports should be made. 


If an annual audit is made by a public accountant, the internal auditor 
can assist the employer in deciding the extent of the work to be done 
by the outside auditor, and probably in other ways. Actually I should 
think the outside auditor would have very little to do, if the services of 
the internal auditor are fully utilized by the employer. Exactly how much 
of the actual auditing work can, and should, be performed by the internal 
auditor, you are certainly better equipped than I to say. 


In any case, a periodic audit should give the employer assurance that 
the plan, in the form adopted by the board of directors, is being carried 
out and that all of its provisions are being followed. That is a pretty 
broad order, You will notice that I mention the plan in the form adopted 
by the board of directors. Too often, I am afraid, the auditor accepts 
without question the printed form of plan handed to him, and makes his 
start from that point. To me, it would seem advisable that he check the 
printed form against the resolutions of the board of directors as recorded 
in the minute books of the employer. The plan as originally adopted has 
usually been amended and modified a number of times, and it is not un- 
likely that in the numerous reprints some material word or provision 
has been omitted, or some repealed provision included, by error. Minutes 
of the committee that administers the plan may be examined to see, among 
other things, whether the decisions made by the committee are consistent 
with the purposes and the provisions of the plan. Investment practices of 
the trustee may be checked to see whether they are in accordance with 
the provisions of the trust agreement and with state law. The employer is 
interested also in the return on investments of the trust fund. The audit 
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report may very appropriately cover that point. A question here is whether 
the yield should be computed on the basis of original cost, or whether 
current market values should be used in showing yield rates, where assets 
have appreciated substantially in value. It is obvious, of course, that if 
a share of stock which cost $100 and is paying $6 a year in dividends can 
be sold for $500, the reinvestment of that amount at a rate of return even 
as low as 2 per cent will bring into the trust more annual income than 
the original security. 


As to the performance of the actuary, the auditor each year may be 
able to check to some extent the validity of various actuarial assumptions 
which affect the size of contributions required. For instance, the actuary 
may have assumed that all employees would retire at age 65, and experi- 
ence may show that the average retirement occurs at age 67, thus reduc- 
ing total benefits to be paid, and, ultimately, the total cost of the plan. 
The employer may wish to discuss with the actuary any such invalid 
assumption. If the auditor is sufficiently familiar with tables of mortality 
to know which are ultraconservative, and which are in use by other em- 
ployers, he may be able to help the employer raise questions that will 
result in use by the actuary of more appropriate tables. 


I realize that these suggestions go pretty far beyond the work norm- 
ally expected of an auditor on periodic examination of a plan; but the 
needs of the employer go pretty far beyond what he usually gets. If the 
internal auditor can come closer to fulfilling those needs, he will be that 
much more valuable to his employer. 


The usual audit should check the accuracy of pension computations 
and verify the correctness of the service and compensation data on which 
the benefit is figured. Here, the internal auditor can be of assistance to 
the employer by his study of procedures and records in the personnel 
department to make sure that they are conducive to accuracy. Even under 
the best of conditions, a new clerk, under pressure from an overwhelming 
flood of detail, can easily go to the wrong source for the basic data, or 
overlook some important factor that will substantially affect the amount 
of the pension. The internal auditor’s advice will be of value in connection 
with the maintenance of employee records showing compensation, years 
of service, cause of discharge, and other data which may affect eligibility 
for benefits or the amount to be paid to the retiring employee. 


Each year, someone should check the regulations issued during the 
year, to see whether any of them require that the plan be amended so as 
to remain qualified, Also, someone should verify, for the employer, that 
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all required reports are being filed, for example, the 990-P, 990-T, forms 
1099 and 1096, and, now, reports under the new Disclosure Act. What 
better time to investigate these matters, and report their status to the 
employer, than at the annual audit? 


Issuance of benefit checks presents a few questions, too, which the 
internal auditor may consider, either in connection with an annual ex- 
amination or at some other time. Shall benefit checks be issued by the 
trustee? Or is it better, from the standpoint of employee good will, or 
economy in administration, or both, to have them signed by someone in- 
side the company? If they are company-handled, what precautions should 
be observed in arranging for transfer of money from the trust fund to a 
checking account, and in the issuance of benefit checks, reconcilement of 
the checking account, and verification of endorsements on benefit checks? 
The annual audit should, of course, verify the propriety of names and 
amounts added to the pension payroll, and assure the employer that checks 
are not issued to deceased pensioners. 


Probably the most fertile source of employer questions is the necessity 
for keeping the plan qualified under Section 401(a) of the Internal Reve- 
nue Code, and of keeping iricome of the trust fund free of tax. Of course 
if the plan fails to qualify, or loses its qualification, contributions to the 
fund by the employer cannot be taken as deductions on his income tax 
return under Section 404. And the fund’s earnings lose their tax-exempt 
status under Section 501. But the problems come in trying to determine 
and avoid those things which will disqualify the plan. Discrimination in 
the administration of the plan, for example, must be avoided. But one 
must be eternally alert, as well as good at guessing what an examiner will 
construe to be discrimination against employees, to avoid that pitfall. 


A certain per cent of employees must be covered—but the difficulty in 
solving coverage problems is principally in understanding rather complex 
regulations. 


The plan must be permanent in order to qualify; and here the em- 
ployer does encounter problems that you may be able to help him solve. 
These questions usually arise when for some reason it becomes desirable 
to terminate the plan. That opens the door for the contention that the 
plan from its inception was intended to be temporary ; and answering that 
contention may give occasion for use of some of your technical skills. 
Permanence also may be questioned if contributions are suspended or 
discontinued. An employer may ask, “Can we safely skip a contribution 
for this year?” “How about next year?” “What happens if we don’t even 
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pay interest on the unfunded cost of past service, for a year or two or 
three?” 


The fund must not be used other than for the exclusive benefit of 
employees. Will it lose its qualified status if the trustee buys a building 
and leases it to the employer? Will the Commissioner contend that, even 
though the rental payments under the lease benefit the employees, the 
tenant also derives a benefit ; and therefore the fund is used otherwise than 
for the exclusive benefit of employees. The same questions apply, of course, 
when the fund is invested in securities issued by the employer. 


The trust must not engage in “prohibited transactions.” If it does, the 
entire income of the fund from all sources will become subject to tax. 
The Code defines prohibited transactions. In general, they are transactions 
between the trust and the employer, or some corporation controlled by 
the employer, and the transaction may be a loan, purchase, sale, or some 
other arrangement, under which income or principal is, or may be, diverted 
from the trust fund, 


For example, if the employer borrows money from a trust fund with- 
out adequate security, or at too low a rate of interest, the Commissioner 
may notify the trust that it has engaged in a prohibited transaction. Prob- 
lems in this field are so numerous that one hardly dares to start describ- 
ing them. 


In the case of the loan transaction, for instance: How does the Com- 
missioner become informed of the transaction? Must it be reported by the 
employer? By the trustee? When, and on what form? And as to the 
loan itself, what constitutes adequate security? What rate of interest 
would be considered reasonable? How much weight would be given other 
details of the loan, such as its size, term, and provisions for prepayment 
without penalty, in ascertaining whether it is a prohibited transaction? If 
the Commissioner gives notice, what years are affected? Does income for 
the current year become taxable? Or only future years? How does one 
regain for the trust a tax-exempt status? 


The regulations contain answers to many—not all—of the questions ; 
but someone must read the regulations. Who should have the initial re- 
sponsibility for keening the fund out of trouble? If the internal auditor is 
to have any measure of responsibility, either primary or secondary, he 
must know the rules at least well enough to recognize situations that re 
quire further study. The prohibited transactions area alone presents a 
sizeable challenge, and it is only one of several troublesome matters in 
the management of a trust fund. 
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While the prohibited transactions make all of the trust income subject 
to tax, another part of the Internal Revenue Code affects only a part of 
the fund’s income. Under the “unrelated business taxable income” pro- 
visions, the fund does not lose its tax-exempt status, as it does by en- 
gaging in a prohibited transaction—but merely becomes subject to tax 
on the income, or a portion of the income, from a particular transaction 
or business. This happens when, for example, the trust regularly engages 
in a trade or business. It can own all of the stock of a corporation which 
operates grocery stores, and none of the dividend income which it re- 
ceives from the corporation will be taxable to it; but if it owns the gro- 
cery stores directly, and engages in their operation, its gross income from 
that source, less the deductions permitted by the Code, will be taxed. 
Rentals from real property normally are not considered “unrelated busi- 
ness taxable income,” but if money has been borrowed to acquire the 
property, then a portion of the income from it may become taxable. 


Surely you know by now, if you did not before, that in the field of 
employee benefit plans, employers have problems. How many of those 
problems you are now helping to solve, I do not know. Neither do I 
know how far you desire to go in the field; nor how far it is proper for 
you to go, if there are limits upon your proper functions. I do believe 
that you can, and should, expand your knowledge in the area, because 
you will probably have increasing opportunities to serve your companies, 
in future years, in relation to their employee plans. 


It has not been my purpose today to supply answers. If I have suc- 
ceeded in showing you some typical questions, that is enough. You know 
where to look for any information that you need: in the Internal Revenue 
Code, the regulations, Revenue Rulings, loose-leaf services such as the 
Commerce Clearing House “Pension Plan Guide” and Prentice-Hall 
“Pension and Profit Sharing” service, and in monthly letters issued by 
various banks and trust companies. Marsh & McLennan also issue a 
helpful periodical bulletin. There seems to be a dearth of published books 
concerning the audit of pension funds, but I understand that the subject 
is treated in a book published by Prentice-Hall in 1953, called “Internal 
Auditing for Management,” by Lamperti and Thurston; and there may 
be others, 
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HE businessman must plan for profits before he earns them. It calls 
for teamwork ; it means that the managers of the business must com- 
bine their efforts. And the accountant can play a key role. 


Even though there is a plan, there is no assurance of the profit. But 
the plan is the foundation; it guides future action with greater certainty ; 
it makes that action more likely to succeed. 


The accounting executive has at his command a valuable tool: break- 
even point control. It is a valuable aid in setting a sales target; and sales 
produce profits. Control sales first; keep costs within agreed limits; and 
the plan for profits becomes an accomplished reality. 


CONTROL TURNS PLANS INTO ACTION 


Before we consider the technique of controlling through break-even 
points, let us first examine what is meant by control. 


Our businessman in search of a profit has to do a number of things to 
create that profit: he has to manufacture; to advertise; to sell; to collect 
his debts. He has to weld these actions together—maintain a proper busi- 
ness balance. He has to keep this balance throughout his operations. He 
cannot manufacture in excess of his ability to sell; nor can he sell in ex- 
cess of his ability to produce; and he has to have sufficient money to run 
the entire operation. 


First he determines where he wants to go; how much profit he must 


earn; what steps he must take to earn it. Then—and this is where he uses 





control—he has to set up methods that insure that these plans work. He 
must use devices to measure his results, and to redirect action if these 
results are producing an imbalance. Like a navigator, he charts his course 
before he sails. Whetiever he veers from that course he must make a 
correction. 


The financial executive, or controller, is the businessman's principal 





* Reprinted from The Accountants’ Journal, Manila, Philippine Islands, September, 


1956. 
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aide in planning for and controlling the earning of profits, He helps to do 
this through four processes: appraisal, communication, counsel and co- 
ordination. 


Appraisal is a process of comparison. The controller measures plans 
against policies; and later he measures results against plans. It demands 
an intellectual effort. He has to get the facts, analyze them, make deductions 
from them, put them to effective use. 


Communication is a process of informing the key people about signifi- 
cant facts. The controller acts as a nerve center, collecting information, 
condensing it or elaborating on it, getting it to the executives who make 
decisions, in a way—and in time 





to allow them to make the right decisions. 
Cost statements and financial reports are familiar examples of the informa- 
tion that the controller gives to his fellow-executives. 


Counsel is closely allied to communication. The controller is a specialist. 
Combine his specialist knowledge with that of other executives and you 
get a well-rounded viewpoint. He points out to the sales executives where 
a change in sales emphasis will produce higher profits. He points out to the 
manufacturing executive how he can reduce costs by increasing his batches 
of production. He warns the advertising executive that he is about to ex- 
ceed his budget. Through the controller’s advice, the other executives can 
take action with greater assurance. 


Coordination is the process of combining the elements of the operations 
into a unified whole. It helps to protect against business imbalance. It gives 
the chief executive the broader picture. Add the component parts of the 
business together; then look at the total picture in its broad perspective, 
and measure against the master-plan. 


THE BREAK-EVEN THEORY HELPS TO IDENTIFY VOLUME OBJECTIVES 


The break-even theory is a device to determine how much volume a 
business should produce to yield a desired profit. Profits depend, on the 
one hand, on sales volume and absorption of productive capacity; and, on 
the other hand, they depend on cost levels. 


Our business would like to know in advance that : 


. if volume were a,, then profits would be b, 
if volume were ag, then profits would be be 
if volume were az, then profits would be b; 


If profits were directly related to volume, this approach would be simple. 
3ut they never are. Profit is the excess of income over expense. There is 
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rarely a direct relationship between volume and sales: prices change, and 
product mix is seldom constant. Some expenses tend to vary directly with 
volume (variable costs) ; others are unrelated to volume (constant costs) ; 
and there are still others (semi-variable costs) that tend to increase as 
volume increases, although not in direct proportion. 


This leads us to the break-even theory, which may be described as 
follows : 

. Let volume be 

. Let unit price be 


Let unit variable costs be y 
— including the variable element of semi-variable costs 
. Let constant costs be z 


— including the constant element of semi-variable costs 
. Then our business will “break even”—trun at neither a profit nor a 
loss—when ux = ny + z 


However, let us assume that our businessman does want to earn a 
profit. He sets his profit objective: let us call it p. The business will earn 
that profit when 

nx = ny + z + p. 

There is one further consideration: income taxes. Income taxes are an 
expense, so they must be brought into account in planning. They cannot 
be classified as a variable, semi-variable or constant cost ; they fluctuate ac- 
cording to profit. Let us express the tax rate as t, t being a decimal. (If 
the rate of tax is 28%, t will be 0.28.) Bringing income taxes into account, 
the business will earn its desired profit, after taxes, when 


nx =ny+x-+p 
1-t 
The use of this formula helps to guide in making profit-building deci- 
sions, particularly when conditions change. Suppose that the effective tax 
rate is not going to alter and that the profit objective must be maintained. 
Then— 
. if n declines, we must increase x, and/or reduce y and/or 
. if x declines, we must increase n, and/or reduce y and/ or 


N WN 


. if y increases, we must increase n and/or x, and/or reduce z; 
. if z increases, we must increase n and/or x, and/or reduce y. 


PROFITS ARE ANALYZED WHILE THEY ARE BEING PLANNED 


To use the break-even theory as a practical device for profit-planning, 
we have to adopt some statistical aids. One of these steps is to break down 
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semi-variable costs into two elements; one varies with volume and the 
other is relatively constant. They may be calculated through algebraic 
equations, as illustrated below. 


Known facts: 


When volume is 1000 units, semi-variable costs are $15,000 

When volume is 1500 units, semi-variable costs are $18,500 

When volume is 2,000 units, semi-variable costs are $22,000 
Calculations : 


Let the variable element be x per unit, and the constant y. 


Then— 1000 x + y = $15,000 

1500 x + y = $18,500 
By subtraction 500 x = $ 3,500 
By division . 2 7 
Therefore y = $ 8,000 


Proof 2000($7) + $8,000 = $22,000 


Other calculating aids may be used when the relationship is more com- 
plex than shown in this illustration. 


Another practical step is to subdivide the operations into “planning 
units.” In this way, each planning unit can operate as a separate entity. 
It should consist of one or more cost centers; more importantly, it should 
be headed by a person who is held accountable for its economic and profit- 
able performance. 


The head of each planning unit should submit a budget—a financial 
expression of proposed operations. The budget should then be compared 
with the break-even standard in a way that resembles variance accounting 
techniques in standard costing. The following simple example shows how 
this operates, 


1. A break-even standard has been determined as follows: 


V olume Per unit Amount 

Sales 760,000 $2.40 $1,824,000 
Variable costs 1.05 798,000 
Constant costs -- 70,000 
Semi-variable costs 

Variable element 80 608,000 

Constant element — 48,000 
Total costs (excluding income taxes) 1,524,000 
Profit objective $ 300,000 


(Income taxes are ignored.) 
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2. The managers of the planning units present budgets as follows, assum- 
ing, for the sake of simplicity, the maintenance of a constant inventory and 
a constant average selling price: 


Sales 

Variable costs 
Constant costs 
Semi-variable costs 


Total costs 


Budgeted profit 


V olume 


700,000 


Amount 


$1,680,000 
750,000 
60,000 
610,000 


420,000 


$ 260,000 


_— 


3. A comparison has to be made between the break-even standard and 


the budget to determine why the projected operation is expected to yield 
a lower profit than desired. This comparison produces the following 


analysis : 


Variance arising through volume : 


Break-even volume 
Budgeted volume 


Shortfall 
Sales price 
Variable costs 


Variable element of 
semi-variable costs 


Margin 


Variance 


Variable cost variance : 
3udgeted volume: 
700,000@ $1.05 
Sudgeted variable costs 


Excessive costs 
Constant cost variance: 

Break-even standard 

3udgeted constant costs 


Reduction in costs 


760,000 

700,000 

~ 60,000 

$240 © 
1.05 
80 
55 
60,000@ 55c 

$735,000 

750,000 

$ 70,000 


$33,000— 


15,000— 

















Building Profits from Break-Even Points 


Semi-variable cost variance : 





Break-even constant element $ 48,000 

Budget volume: 700,000@ 80c 560,000 

Applied standard 608,000 

Budgeted semi-variable costs 610,000 

Excessive costs 2,000— 
Profit shortfall ($300,000 minus $260,000) $40,000— 


The use of the break-even stanlJard as a measure of projected opera- 
tions allows us to examine deviations from the profit objective during thi 
planning stage. This is in contrast to the post mortem type of examination 
derived through the use of standard cost variance methods. We are thus 
able to consider corrective action before plans are finalized. 


BREAK-EVEN CONTROL IS EXERCISED THROUGHOUT THE OPERATIONS 


We have now considered, first, some concepts of business control, and, 
secondly, the elements of the break-even theory as a control mechanism 
It now remains to marry these two and to see how thev can be used as a 
practical business control device. 

It leads us to a cycle which consists of five phases: 

— Establishing a profit objective 

Planning the operations 
- Coordinating the operating plan 
— Executing the operations 
Keeping the operations under control. 
Establishing a profit objective 

Top business management is responsible for setting the profit target. 
It will consider a number of factors in doing this: past experience ; planned 
growth ; application of a formula (¢.g., a percentage of net sales or a per- 
centage of invested capital) ; general business conditions ; and other factors. 
When this objective is established, we have to convert it into a “profit 
hefore income taxes.” From then, we have to break the profit down among 
the various planning units—those that “contribute” (such as manufactur 
ing) and those that “consume” (such as office management). 


Planning the Operations 


Each planning unit manager will then have to set up his own budget. 
He will, of course, need some basic information before doing this, for the 
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nature and volume of operations of the various units will be dependent upon 
each other’s activities. The managers will have to keep close touch with 
each other during this process. And they should endeavor to build up bud- 
gets that match the profit targets allotted to them, 


Coordinating the Operating Plan 


The controller collects and studies the unit managers’ budgets. This 
study will include the following tasks : 
— Appraise the budgets, particularly to see that they are properly 
correlated. 
— Compare them with the break-even standards and find the causes 
of the variances, 


| 
| 


Combine the budgets into a total budget for the business. 

— Appraise the total budget, particularly for profitability. 

— Re-examine and, where necessary, modify the break-even standards. 

— Modify individual budgets where necessary, getting approvals from 
all concerned. 

— Reconstitute the over-all business budget and get it approved as a 

plan for action. 


Executing the Operations 


When their plans are approved, the unit managers will have been pro- 
vided with blueprints for the conduct of their activities. Their plans are put 
into motion, and, by their actions, they start to create the profit. 


Keeping the Operations Under Control 


Each unit manager is responsible for executing his plan according to 
the agreed course of action. However, none of them will do this exactly. 
Countless conditions will arise to prevent this. Some will cause significant 
deviations ; others will have only a minor effect. Some will be immediately 
apparent ; others may have long-term significance but not produce immedi- 
ately identifiable results. 


‘ 


The controller is literally “at the controls.” A stream of communications 
is activated. He has to watch them promptly and constantly. He has to 
match results against the predetermined plans, and evaluate the signifi- 
cance of the differences. He does this not only for each individual operation, 
but for the business as a whole. He must give special attention to signifi- 
cant deviations from the plans and consult with all those who are affected. 
Where circumstances warrant, he may even have to change break-even 
standards, budgets and forecasts. 
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In addition to actual results, he must study the future. He will have 
to keep in touch with market trends, possible price changes, pay rate 
changes, unusual repair problems, etc, It is vital that the plans be kept 
current and practical. For if the plans are made obsolete because of condi- 
tions which were not predicted, they can endanger the objectivity of the 
course of operations more than the absence of a plan altogether. 


CONCLUSION 


A scientific plan helps a business to maximize its profits. Decisions made 
during the course of planning may have an even greater impact on profits 
than those made when the plans are being executed. Make these decisions 
early. Test them. Measure their probable effect by comparing them with 
reliable standards. Start to earn profits before the plans are put into effect. 


The break-even theory is a valuable basis for profit-planning. It has 
been widely used in the past. It is now being increasingly used as a method 
to control profits. With it, the accountant has a powerful tool—and one 
that can easily be understood by his non-accounting colleagues. By com- 
bining it with his other control techniques, he can properly assume his 
place as an architect of business profits. 




















PUNCH CARDS COVER UP A THIEF’S 
TRACKS* 





AST week, a former vice-president of Walston & Co., Inc., one of the 

ten biggest brokerage houses in Wall Street, was arrested and charged 
with stealing $170,000 from his employer over the last five years. Accord- 
ing to the New York district attorney’s office, he took another $100,000 
and “change” for which he can’t be prosecuted, because of the statute of 
limitations. The money helped to finance some high living in Manhattan and 
Las Vegas night spots. 


On the surface, the case seemed simple enough, In spite of elaborate 
safeguards, swiping from the boss is as common as ever these days. One 
estimate puts the loss at $1-billion a year, in everything from cash to 
paper clips. 

MODERN THEFT 


But Frank B. Haderer, who is charged with victimizing Walston, found 
a new twist. According to the district attorney, he used IBM cards for his 
theft. Disclosure of his defalcation—which he has admitted—immediately 
set auditors and accountants at other firms to checking whether their own 
control systems are adequate. In fact, word of the loss was leaked to other 
Wall Street houses over a week before it was revealed publicly so that the 
firms could check their own books. It also worried the D. A.’s office, which 
feels that fixing an IBM card is difficult to pin on anyone. 


Haderer is not really an electronic swindler, despite his use of Wal- 
ston’s IBM punch card installation to transfer funds into his personal 
brokerage accounts, and then into his own pocket. The way he transferred 
funds was not at all new or unorthodox. Involving switches from the 
firm’s interest income account to an employee’s personal account, it was 
first employed in a similar embezzlement in 1930, long before punch card 
equipment was in wide use on Wall Street. 


EARLY BIRD 


Haderer was in charge of Walston’s back office where all accounting 
and bookkeeping is done. To carry out his manipulation, he used to come 
to work at 5:30 a.m. on Sunday, the only time in Walston’s operation 
when nobody is in the office. Then he punched up four IBM cards that al 
tered the records, inserted them in the right place among the 500,000 or 
so cards filed at the office at any one time, and typed up a four-part form 


*Reprinted from March 12, 1960 issue of Business Week by special permission 
Copyrighted 1960 by McGraw-Hill Publishing Co., In 
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purporting to cover the receipt of cash. From then on, the regular Walston 
accounting procedure—which Haderer himself had designed and installed— 
took over; Haderer got credit on the books for paying into his account 
without actually putting in any cash. 


Because of his skill in setting up the system, Walston’s books were 
never thrown out of balance in a manner that would be detected in the 
ordinary course of business, Once Haderer had the funds credited to his 
account, the rest was simple; he just bought some stock, held it for a few 
days, and then sold it. When the stock was sold, he simply drew out the 
proceeds. 


To get away with this, Haderer had to rely on his intricate knowledge 
of how the Walston accounting system works. He was able to put cards in 
and take them out at various stages in the process of taking a trial balance, 
so that the Walston books always seemed to check out. But basically, says 
Harold V. Petrillo, partner in Haskins & Sells, Walston’s auditor, what 
he did “was the same as taking ink eradicator to an old-fashioned ledger 
book ; only in this case he used an IBM punch machine.” 


LEGAL KNOTS 


But the legal problems raised by Haderer’s actions are new and serious. 
Jerome Kidder, the assistant New York district attorney handling the 
prosecution, said: “When books are changed with pen and ink, you can 
trace the handwriting. But an IBM card is completely impersonal; if one 
is changed, there’s no way of knowing who changed it. Lord knows what 
I'd do if he didn’t admit it.” 


What did trip Haderer up was the activity in his account. By chance, 
James E. White, Walston vice-president and secretary, “the most suspicious 
guy south of Fulton Street,” happened to overhear a remark that some- 
body—and three employee accounts were mentioned—‘knows how to 
dodge the margin rules.” He investigated; two were O.K., but the third 
was Haderer’s. 





INSIDE CONTROLS 


Accountants feel strongly that while Walston’s system of internal 
accounting controls is a good one, it should have been supplemented by 
an internal audit department, reporting directly to Vernon C. Walston, the 
board chairman. Walston did hire an internal auditor last November, but 
so far practical problems have prevented him from putting an audit system 
into operation. 
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Surprisingly, only a few of the largest Wall Street firms have internal 
auditing departments. All firms have carefully designed systems to catch 
errors, but this doesn’t help when there’s a deliberate effort to rig the 
books, whether the books are kept by computer or by hand, 


In addition, a privately owned brokerage house doesn’t get the same 
kind of complete audit from outside accountants to which a publicly held 
company is subjected. A brokerage balance sheet does get a meticulous 
going-over, according to detailed Securities & Exchange Commission and 
New York Stock Exchange rules. But the profit and loss statement—the 
only place where Haderer’s looting would show up—is not normally ex- 
amined. And if a firm has no internal audit department, the P&L is never 
checked independently at ail. Haderer, as head of the accounting depart- 
ment, was, in effect, his own auditor. 


TWO KINDS OF CHECKS 


What it comes down to is this: Customers’ funds and securities are care- 
fully checked, but the firm’s money is subject to relatively loose controls. 
(The $270,000 Haderer took was all Walston money 
insurance. ) 





and all covered by 


Vernon Walston doesn’t agree that an internal audit would have stopped 
Haderer. “We get too many pieces of paper up there [in the accounting 
department] ior anybody to check.” 


But Petrillo points to Haderer’s scheme involving the four-part form 
(original and three carbons) purporting to cover the receipt of cash. Had- 
erer destroyed all but one strategic copy, which was routed through the 
margin department, the only place where the credit entry in Haderer’s 
account had to be checked against a receipt for incoming cash. “An internal 
auditor would have checked on the missing copies right away,” he adds. 














THE ROUND TABLE 
Edited by ROBERT C. BAIRD 





The Round Table annual award goes to Philadelphia Chapter for the 
article “Overpayments and Group Insurance Premiums” published in our 
December 1959 issue. Congratulations! The presentation is being made at 
our Milwaukee International Conference. 


In a recent test sampling of interest among our readers, The Round 
Table rated first. The indication was that all of us are most interested in 
actual case examples of the other fellow’s problems and how he solved them. 
Each of us is “the other fellow,” 
interest and benefit. 


so let’s all get in the act for our mutual 


Articles should illustrate constructive and profitable service to manage- 
ment by internal auditors. Your contributions may be sent direct or through 
your chapter to: 

The Round Table 
The Institute of Internal Auditors 
120 Wall Street 
New York 5, N. Y. 
Authors’ names will be published only with permission. 
a * >” 
A TRIPLE-PLAY STEAL 
An independent contractor had done the general plastering work for a 
large metropolitan company for over fifteen years. It appears that his 


only other client was a tenant who rented some space in the company’s 
building. The pertinence of this latter observation will be seen. 


The company classified plastering and similar work into three cate- 
gories : maintenance, alterations, and special; the distinction between them 
depended on proper accounting treatment relating to capitalization. Each 
authorized work project was classified and assigned to the company repre- 
sentative responsible for that category of work. He made arrangements 
with the contractor to perform the work, was responsible for checking 
progress, and approved completion, Each week the contractor prepared 
a weekly time report which contained a job description, a notation of 
days of the week worked, and a list of the number of man-days by labor 
rate classification applicable thereto. This weekly report was signed by 
the company field representative and countersigned by a supervisor in 
charge of all classifications of work. 
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All such time reports prepared by the contractor were then sent to a 
clerk who combined the man-day totals for a given period, compared this 
figure with the total billed by the contractor, and entered this information 
on a materials and services received report, which together with the 
contractor’s invoice supported the voucher and check preparation. 


This contractor overbilled the company $23,000 on total billings of 
$350,000 during a four-year period. The overcharges may have been 
greater in amount and duration, but nothing further could be proved since 
the contractor’s payroll records prior to 1955 were missing! 


The contractor’s method was quite simple. He billed the company 
for hours that he and his employees did not work. While the contractor’s 
labor force for the most part consisted of but six men, company records 
show dates on which billings covering ten to twenty men were paid. 


The three categories of work, each with its own inspector and absence 
of adequate cross-referencing, allowed the contractor to report duplicate 
hours for some workers. The clerk who prepared the materials and ser- 
vices received report was not acquainted with either the nature of the 
work or the size of the contractor’s work force. He performed merely a 
clerical function. Although weekly time reports were not particularly well 
suited to detect duplication, the supervisor who countersigned them ap- 
pears to have performed his work in a perfunctory manner. It appears 
that the field representatives did not make adequate checks of the work 
in progress and therefore did not note the number of plasterers on the 
job at a given time. It also appears that they did not detect that the re- 
ported hours for a given project were excessive. 


The manner of discovery was as follows: It had long been the policy 
of the company to have its internal auditors check the records of all cost- 
plus construction contractors with which it did business. It was decided 
to undertake a similar investigation of the records of cther contractors 
who were paid directly on the basis of hours worked. When it was ob- 
served that the number of hours billed to the company exceeded the 
number paid for by the plastering contractor, as shown by his payroll 
records, a detailed audit was instituted which revealed the extent of the 
overbilling. There is a strong probability that had this contractor had 
several major clients instead of one, his overcharges would have remained 
undetected. 


This case illustrates that although the company’s files contained all 
required documents, properly signed and approved, an outsider was ap- 
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parently able to perpetrate a fraud without collusion of company employees. 
One could have examined vouchers indefinitely without detecting the fraud. 
While the company’s procedures in this area could not be called the epi- 
tome of internal control, they were reasonably adequate, The great weak- 
ness was a perfunctory performance of duties on the part of several persons, 
a condition difficult to detect in an audit engagement. 


As a result of this case the Internal Auditor recommended the fol- 
lowing : 
1. That all contractors furnish daily reports showing employees’ names, 
badge numbers, hours (from, to, and total) by projects. 


2. That one combined daily time report be used for all job locations 
of a contractor. 


3. That employees assigned to inspecting jobs and preparing reports 
of materials received be rotated periodically. 


4. That company inspectors be required to check each project several 
times daily and specifically note who and how many workers are 
present. 

New York Chapter 
* * * 
BRIEFING THE STAFF 

The auditor-in-charge of an assignment frequently finds that he must rely 
upon one or more of his staff for the accomplishment of delegated elements 
of work under the audit program. In some cases, these persons may be 
familiar with the audit program from a previous audit of the same activity. 
However, in many instances persons will be assigned to the audit who 
have had no prior association with the particular assignment whatsoever. 
This latter group of people should receive a thoughtfully prepared intro- 
duction to the significant features of the audit if they are to reach a point 
of full effectiveness early in the program. 


This “briefing” affords an excellent opportunity for the auditor-in- 
charge to establish a climate of cooperation and mutual understanding. If 
he has been carefully selected, he will have the qualities required for this. 
Thus, in addition to technical knowledge, he will have the ability to incul- 
cate in others a sense of belonging and identification with the aims to be 
achieved ; and he will have the unselfish good-will which manifests itself 
in a sincere interest in people. 


While the briefing is primarily a matter of imparting essential infor- 
mation and policy, it should not be one-sided. There should be plenty of 
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occasion for the staff member to speak his mind either through questions 
or comments. 


The particular circumstances of each audit assignment will influence 
the scope of the “in-charge” auditor’s briefing. A number of elements in 
varying degrees of emphasis are possible in imparting this background to 
the staff member. Procedural manuals, organizational charts and prior 
audit reports may be helpful as preliminary reading references. These 
should be supplemented by an oral summary describing the function of the 
activity; the nature of the organization; the relative authorities of its 
management; its equipment; its accounting records and other file refer- 
ences; and its principal contacts for receiving or giving directives and 
information. 


At the beginning of the job, the auditor-in-charge should make a 
specific point of personally introducing his staff to the principles of the 
organization. This should be followed, at the earliest opportunity, by a 
tour of the establishment, in the course of which much of the previously 
given oral summary will become substantiated and the location of records 
and equipment noted, 


Thus, at the outset of his work each member of the audit team will be 
afforded a good grasp of his job and its relationship to the whole program. 
This is certain to contribute to the success of the audit and will surely 
bring a greater degree of participating satisfaction to each audit staff 
member. 


This is not written for most of the internal auditors who already make 
a policy of adequately briefing their staff people prior to audits. Rather 
it is intended here to extol the advantages of such a policy and its reward- 
ing benefits to all concerned. 
Chicago Chapter 


A CAFETERIA STYLE MECHANICAL 
STORES SYSTEM 


Manufacturers can profit from the lesson learned in the restaurant and 
grocery business. We were concerned in one of our plants over the delay 
in handing out maintenance, repairs and operating supplies to mechanics 
at our stores window. Mechanics (hourly rate $3.00) were forced to wait 
in line while one stores keeper (hourly rate $1.75) made individual trips 
to and from the shelf areas to fill each requisition in turn. 
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This system was changed with significant savings. The storeroom 
entrance was opened to the mechanics who now go to the shelves for their 
required materials and return to the entrance where the materials are 
checked out as in a supermarket or cafeteria. No control was sacrificed. 
A small amount of stores time is required to keep the shelves in order, 
but this is very small in relation to the savings in mechanical time. 


James R. Evans 
Philadelphia Chapter 


~ * » 


CONTROL ON BILLINGS TO GOVERNMENTS 


In our business, we frequently make shipments to various departments 
of the state government. These shipments result from the state award on 
bids. Each award covers all shipments for a given month. 


The state requires that their forms be used for invoicing purposes. In 
addition to the state papers we also invoice on our own forms for purposes 
of our accounting as well as to maintain numerical control on our shipping 
routines. 


A recent audit revealed that this duplication caused a breakdown in 
our internal checks. We found that our invoices were being issued and re- 
corded at a lower price than the actual price billed on the state papers. 
When payment was received, the difference between our invoice price and 
the actual price was pocketed through the expedient of falsifying deposit 
slip copies. The amount involved, over a period of a year, totalled several 
thousand dollars. 


Steps taken to improve control were: 
1. Duties were reassigned so as to provide the separation necessary 
to internal check. 


nN 


The state award form is being used as an independent control on 
the total amounts recorded in our ledgers. 


Triple Cities Chapter 


CONTROLLING MAINTENANCE SUPPLIES 


We purchase materials and supplies for repairs and maintenance on 
what is termed a maximum-minimum basis. This means that we try to 
align the re-ordering points so as to prevent quantities on hand from fall- 
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ing below a minimum and not to order more than a ceiling quantity which 
is normally compatible with the acquisition time of the material. 


Our audit of this operation disclosed the following unsatisfactory con- 
ditions. 


a. Material which had not had any usage for several years, This raised 
the questions: how were the quantities set in the first place; why 
has the material not been disposed of as surplus and any salvage 
value recovered? 

b. Minimum quantities which had been set at a far higher figure than 
usage experience would dictate. 

c. Delivery schedules which were not compatible with monthly usage. 
For example, we might estimate that we should order 100,000 units 
during a year, but these could feasibly be staggered into six or eight 
deliveries rather than having the 100,000 come in at the same time. 


These findings were directed to the attention of our Industrial Engi- 
neering Department. The initial work which they have done to correct 
these deficiencies has been gratifyingly successful. 


St. Louis Chapter 































READERS’ PROBLEM CLINIC 


Edited by FREDERIC E. MINTS 


Q. I should like to obtain a detailed procedure for auditing the records 
compiled, maintained and furnished to management by a Budget Depart- 
ment. 


A. Since budgeting activities vary so widely in kind and scope, we think 
it might be more helpful to present an outline of a general approach to 
audits of budgeting activities rather than specific audit procedures de- 
veloped for any one company. The following outline was prepared by 
members of our panel for that purpose. 


APPROACH TO PERFORMING AN AUDIT OF BUDGET DEPARTMENT 
ACTIVITIES 


I. Planning 
A. Determine what management expects of the budgeting activity : 
1. Consult organization manuals, statements of functions and re 
sponsibilities. 
2. Discuss with company officials responsible. 
3. Consult policy statements, management instructions, prior or 


related audit reports and working papers, textbooks and articles 
in professional magazines. 


B. Consider general and specific objectives of the audit : 

General objective might be determining whether the Budget De- 
partment had satisfactorily performed its assigned responsibilities 
with respect to (1) the preparation and maintenance of various 
budgets used for operating control and (2) the preparation and 
issuance of budget reports. 

Specific objectives should be formulated for the various aspects of 
the activities being reviewed. In this case, specific objectives might 
include determining whether : 

1. Procedures for preparing, negotiating, and maintaining budgets 
and obtaining their approval were adequate and whether those 
procedures were being followed satisfactorily ; 

2. The information (actuals versus budgets) shown in budget per- 
formance reports was prepared accurately from accounting and 
other records and from approved budgets; and 

3. The budget performance reports were clear and meaningful in 
their presentation and were issued in a timely manner. 
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Il. Making the Preliminary Survey 


A. Get an over-all view of the Budget Department's operations. 


3. Determine how supervision expects those operations to be per- 


formed. 


C. Obtain organizational and functional charts; determine the number 
of personnel employed, the division of functions, types and locations 
of records, and the nature of problems encountered by the Budget 
Department. 


Ill. Preparing an Audit Program 


Based upon the knowledge gained from I and II, the auditor is in 
position to block out areas of work and set out, for each of those areas, 
the criteria he will apply to appraise the particular aspect of work under 
review. Based upon the specific objectives suggested under I B, the 
auditor might plan the following : 


A. Preparing, Negotiating, and Maintaining Budgets, and Obtaining 
Management Approvals : 


l. 


2. 


6. 





Analyze steps followed and controls over those steps, Review 

written procedures. 

Determine that data shown in published budgets are arithmetic- 

ally correct and are readily traceable to underlying working 

papers. 

Determine that underlying working papers are filed in an order- 

ly fashion and that they show: 

(a) Date of preparation and identification of person preparing 
them ; 

(b) Sources of data, rates, etc. used; 

(c) Clearly what the worksheet was designed to accomplish and, 
where necessary, how it relates to other worksheets ; 

(d) Means and extent of review of submitted data, reasons for 
adjustment, and the like; and 

(e) Good format and arithmetically correct results. 

Determine that relationships among data are reasonable. (For 

example, that group insurance expenses bear a sensible relation- 

ship to number of employees. ) 

Determine whether established budgets are the result of joint 

efforts of the Budget Department and affected organizations. 

Determine whether clear records of negotiations were made and 

whether adjustments to budgets submitted were explained ade- 

quately. 
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“I 


Determine whether revisions to budgets were made in a timely 

manner and were adequately supported. 

8. Determine whether budgets affected have been changed to con- 
form to organization changes. 

9. Determine whether levels of approval required for original bud- 

gets and revisions appear sound and whether there is evidence 

of approval of budgets and changes. 


(Continue building detailed program along the lines suggested under 
IV B through J) 


B. Actuals Versus Budgets: 
(Note: Ordinarily, verification of the accuracy of actual data is 
covered under other audits that deal with accounting matters.) 
1. Analyze the steps followed in preparing performance reports 
and the controls over those steps. Review written procedures. 
2. Determine that data shown are, in fact, comparable. 


(Continue building detailed program along the lines suggested under 


IV B through J) 


C. Reports: 
1. Determine with respect to its issuance whether the report is: 
(a) Frequent enough or too frequent; 
(b) Timely ; 
(c) Complete, valid, balanced ; 
(d) Concise, limited to essentials; and 
(e) Appropriate to the users’ requirements. 
2. Determine with respect to its format and effectiveness whether 
the report: 
(a) Indicates trends, makes significant comparisons, measures 
progress against standards ; 
(b) Evaluates results, focuses on causes; 
(c) Shows organizational responsibility clearly; and 
(d) Highlights need for management action and, where appro- 
priate, makes specific recommendations. 


(Continue building detailed program along the lines suggested under 


IV B through J) 


Perjorming the Field Work 


A. Analyze the detailed steps and control over the various operations 
and the written procedures (if any) covering those functions. 

B. Determine (from written procedures, supervision, or general know- 

ledge) standards of performance. 
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C. Ascertain the type and volume of items or transactions subject to 
test. 

D. Determine how to make an unbiased selection of matters to examine. 

E. Describe in the working papers the detailed tests proposed. 

F. Make detailed verification and summarize results. 

G. Appraise the test results. 

H. Form an opinion as to the adequacy or inadequacy of written pro- 
cedures and actual performance. 

I. Describe in the working papers the corrective action which might 
cure the deficiencies found. 

J. Discuss deficiencies with line supervision and explore with them 
the suitability, economy, and effectiveness of any corrective action 
that supervision might have in mind. 


Reporting 
A. Prepare a written report setting out in a clear, concise, and fair 


manner general information, purpose and scope of review, findings, 
and opinions. 














STUDENT’S DEPARTMENT 


Edited by C. A. WINDT 





CURIOSITY 


Every profession has certain identifying characteristics or qualities which 
are an integral part of its “stock in trade.” The doctor is noted for his 
meticulosity, the engineer for his exactness, the lawyer for his forensic 
ability, etc. Similarly, one of the more important qualities that a member 


of the internal auditing profession should possess is an innate curiosity. 


Without the desire to solve problems by exploring all possible avenues 
in assembling factual data, the internal auditor is definitely miscast in his 
role as the “eyes and ears” of management. It has been said that “Curiosity 
is the appetite for knowledge. So long as curiosity is aroused, it breeds 


continued interest.” 


The constant search for more and more answers to problems en- 
countered in the day-to-day pursuit of assigned tasks provides the stimu- 
lus which makes internal auditing work interesting because it never be- 
comes routine. In no other function, except for management itself, is there 
an equal opportunity to that afforded the internal auditor to acquire an 


intimate knowledge of the workings of a company. 


This opportunity, when combined with a natural inquisitiveness, should 
make the internal auditor’s services invaluable. Through his curiosity, 
management attention should be brought to bear on areas of greater profit 
potential, on control weaknesses which unnecessarily expose company 
assets to possible loss, on procedural deficiencies that could lead to wasted 
manpower, as well as on the many other important aspects of business 
operation. In this manner of action the internal auditor gives real meaning 
to the professional standards set forth in the revised Statement of Re- 


sponsibilities issued by THe INstiTtuTe or INTERNAL AvupiTors in 1957. 
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INTERNAL CONTROLS 


By GEORGE E. LAWRENCE 
internal Auditor, Aetna Insurance Group 





In the following article the author outlines the difference between in- 
ternal control and internal check and also illustrates the application of 
certain fundamental principles with which every internal auditor should 
be familiar. 





HE object of internal control is the protection of company assets and 

the prevention of-error and fraud. The term internal check, which is 
oftentimes used interchangeably with that of internal control, is really the 
means to the end, the end being the over-all system of internal control. 


Internal check has been defined as “the arrangement of bookkeeping 
methods and procedures so that no part is under the absolute control of 
one person; and the work of each person is complementary to that of 
another.” The extent and quality of the system will naturally vary with 
the size and other factors peculiar to every business. 


The general principles of internal control are not only reserved for 
accounting systems in business. These same principles were incorporated 
into this nation’s organization so magnificently by our forefathers who set 
up the system of checks and balances in government. The three major 
branches of our federal government—Executive, Legislative and Judicial— 
are certainly governed by a form of internal control. The same theory 
makes it possible for a police force of hundreds to serve a community of 
many thousands. If it were not for the fact that the citizens of a city tend 
to serve as a check on crimes of their fellow men it would conceivably be 
necessary to employ a policeman for each private citizen. 


The fact that most people are conscientious about their work and are 
inherently honest is significant, but notwithstanding this, the few “bad 
apples” make certain safeguards necessary, Most internal auditors are 
familiar with the description of a typical embezzler; such a description 
could well fit you or me. It is not possible from appearances to select the 
embezzler from the crowd. Many times a person who appears to have the 
highest moral standards and is a most trusted individual because of cir- 
cumstances turns to “borrowing” from his company. This type of “borrow- 
ing” to which I refer is that of which his company is unaware. Loose pro- 
cedures may invite a person who is hard pressed for funds to attempt a 
dishonest act which would never even be considered if it was thought de- 
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tection were imminent. In my opinion each and every company has a 
responsibility to its employees to provide some protection from temptation. 
This protection should take the form of reasonably sound systems and 
procedures which employ the use of effective internal controls. 


Internal control is not the concern of auditors alone. Accounting execu- 
tives should be aware of it and insist on its application wherever possible. 
Management should keep it in mind in relation to all levels of their organi- 
zation, from executives to clerks. 


It is my feeling that more rewards can be reaped from time spent in 
reviewing internal controls than in any other single phase of auditing. A 
review that discloses weaknesses in the controls is obviously followed by 
recommendations to correct the deficiency. Many auditing techniques 
have been developed to detect fraud and error. Oftentimes a preliminary 
survey of internal control will guide the auditor into areas where fraud or 
error are most likely to occur because of weaknesses disclosed in the sys- 
tem of internal check. More important, however, the inclusion of proper 
safeguards in procedures will discourage and prevent the occurrence of 
fraud. I would like at this time to make one point clear. The adoption of 
proper internal control is not a guarantee that employee dishonesty won't 
occur, but it is a strong deterrent. Collusion between two or more indi- 
viduals will many times render valueless otherwise adequate safeguards. 
An important point to be remembered is that most defalcations have been 
perpetrated by an individual working alone. While there are many cases 
on record where two or more employees have collaborated to steal from 
their employers, the “lone wolf” embezzler is the person we can best guard 
against by the installation of proper procedures. 


The need for proper safeguards is perhaps most urgent in connection 
with cash and securities but is certainly not limited to those areas. Control 
over error factors in claim reserves, premium reserves, coding, key punch- 
ing and almost every phase of the processing routines can be greatly 
strengthened if proper internal control measures are employed. This is 
where a basic concept of good control comes in—set up procedures so that 
the work of one employee checks, but does not duplicate, the work of 
another. 


There are several basic principles of good internal control that I am 
sure are not unfamiliar to most internal auditors. Perhaps, however, it would 
be well to review some of them and restate the types of protection afforded. 

1. Separation of Record Keeping and Asset Custodianship 

It is obvious, I think, that if the same person were responsible 
for cash and the accounts receivable ledger, it would be quite con- 
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venient for him or her to divert incoming remittances and cover the 
shortage by manipulation of the records. This is commonly known 
as “lapping.” A remittance from Agent A is withheld by the book- 
keeper. Later when Agent B pays his balance, part of it is applied to 
Agent A’s account, which perhaps will soon be overdue and the 
remainder may be pocketed. A later receipt from Agent C is used 
to clear B’s account, and so on. By charging one employee with 
the responsibility for cash and a different employee, who does not 
have access to incoming receipts, with the record keeping this situ- 
ation is not possible without collusion. 

Insistence That All Receipts Be Deposited Promptly and Intact 


, 


to 


If this rule is followed, detection of “lapping” is much easier. 
Substitutions of checks for cash and vice versa or combining two 
checks to equal one remittance could well indicate irregularities. It 
is a must on all audits that tests be made to verify compliance with 
the rule of prompt intact deposits. 

3. Approvals and Countersignatures 

Disbursement vouchers should be approved by someone in 
authority, and checks should be signed by more than one person. 
Charge-offs of balances or the tabulation of returned premiums not 
supported by endorsements or cancelled policies should be approved. 

4. Vouchers and Invoices Should be Cancelled at Time of Payment 

There have been cases where a previously approved invoice was 
resubmitted for payment merely by changing the date of the invoice, 
and a check or cash so obtained and pocketed. It is, therefore, im- 
portant that the documents supporting disbursements be cancelled 
by rubber stamp or perforator immediately after payment so as to 
prevent re-submission. 


wu 


Separation of Payroll Functions 

In a large organization employing hundreds or thousands of 
employees, where new employees are being hired constantly, proper 
control over payroll activities is of the utmost importance. It is 
necessary to segregate payroll activities so that no one employee 
will have complete control over preparation of the payroll, mainte- 
nance of personnel records, disbursement of payroll checks or pay 
envelopes and reconciliation of the payroll bank account. It is ob- 
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viously impossible to verify all routine changes in the payroll pre- 
paration as being authentic merely by reviewing the payroll register. 
It is, therefore, imperative that proper internal check be built into 
the system. Reconciliation of the payroll bank account by the In- 
ternal Audit Department is quite common in many companies. Oc- 
casional distribution of pay checks is also performed by the Internal 
Audit Department. Notices of all additions, terminations, and 
changes in wages should, if possible, emanate from the Personnel 
Department, which would maintain personnel records and thus pro- 
vide an independent source of verification of payroll data. 


There are, of course, many other internal control principles and features 
that should be incorporated in accounting systems. It is not possible, at 
this time, to touch on all of the important points. The main philosophy of 
good internal control is the separation of duties to provide checks and bal- 
ances. How many times have any of you read of a defalcation in which the 
facts indicated that either the system of internal control was weak in the 
area the shortage occurred, or had broken down because of procedural 
deviations, intentional or otherwise. It is important for the auditor to deter- 
mine that proper control is provided by the system, but it is equally im- 
portant to make sufficient tests to ascertain that the prescribed system is 
being followed. For example, let’s assume that it is determined from con- 
versation with a cashier that supporting vouchers are submitted to the 
check signing officer for signature with the check. It is well to actually 
establish that this is a fact by examining the vouchers for initials or talking 
with the officer authorized to sign checks. Many times individual employees, 
in an attempt to short-cut their work, skip parts of the prescribed routine be- 
cause it is thought to be unnecessary. This is the way controls break down. 


In my company we use questionnaire forms which touch on the most 
important internal control aspects in handling cash receipts, cash disburse- 
ments, payrolls, claims, purchasing, and other accounting matters. These 
forms are not completed each year, but we do determine what changes have 
been made in the procedures in years subsequent to the first examination, 
and tests are also made to be sure the system is still functioning properly. 


With the ever-increasing volume of transactions faced by all companies 
there is a constant search for more efficient and less expensive ways to 
handle paper work. We must be constantly on guard to assure that new 
streamlined systems do not disregard proper controls. In the race for sav- 
ings in clerical operations it is very easy to discard control features which 
appear to be costly, but which in reality can be the best investment a 
company can make. 
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AUDIT AND CONTROL OF CASH 


By BERNARD BROWN 


Auditor, The Guardian Life Insurance Company of America 


disbursements, always requires special emphasis on the soundness of in- 
ternal control measures incorporated in regular operating procedures. This 
is particularly true with respect to premium collections and claim payments 
of a life insurance company. In the following article the author outlines the 
essential internal controls in such an operation and also details the verifi- 
cation steps required to assure the internal auditor that control procedures 
are effectively maintained and the company’s interests properly safeguarded. 


N considering the title of the paper for this discussion, I began to wonder 

why it seems so natural to say “Audit and Control” when the logical 
arrangement is “Control and Audit.” Control, it seems to me, precedes 
Audit both chronologically in the sequence of events and in its degree of 
importance to sound management. 


Lest this relegation of the audit to a secondary degree of importance 
sound like heresy to internal auditors, consider for a moment, if you will, 
a situation with which you niay be familiar where control is lacking or is 
inadequate. Do you not feel that your audits in such areas fail to fully 
satisfy you regarding the state of affairs? Don’t you feel inclined to per- 
form a detailed audit, but feel restrained from doing so because of the cost 
involved ? 


Since the audit is in itself a part of the system of internal control, are 
they then one and the same? Whether it be “Audit and Control” or “Con- 
trol and Audit,” you can hardly discuss one without interjection of refer- 
ences to the other. They are so closely interrelated it is necessary to con- 
sider them simultaneously. 


CONTROL AND AUDIT PERSPECTIVE 


It is better to have controls incorporated in operating procedures and 
make minimum audits than it is to do without such internal checks and 
rely upon historical audits to protect and conserve assets of the company. 
Audits should determine that built-in controls are adequate and are opera- 
ting satisfactorily as planned. Although that seems academic, on occasion 
we find that procedures are recommended which omit sound internal checks 
to save costs, and the auditor will be asked, “but your internal audit will 
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pick up any errors or irregularities, will it not?’ Chances are that an 
internal audit will not provide adequate safeguard in the circumstances 
because of its test-check nature. Without its partner, control, the audit 
function is in itself an expensive operation, and a false sense of security 
can be created by permitting management to believe that the auditing activ- 
ity is doing something that it cannot do. It is important, I believe, that we 
maintain a constant alert to correct any such misapprehensions about the 
audit function. 


RECOGNIZE DELIBERATE OMISSIONS OF CONTROLS 


Sometimes built-in controls are omitted from procedures and are justi- 
fied by that element, “business risk,” which like creeping inflation seems 
to be growing all the time. Having the company’s interest at heart one 
must recognize that there are occasions when the cost of control probably 
will exceed the “business risk.” Again, sometimes the risk not only in- 
volves financial loss, but also might possibly create adverse public rela- 
tions because of errors or delays in service. Substantial amounts are allo- 
cated by companies for advertising and public relations, the benefits of 
which can easily be undone by poor service that a few properly functioning 
controls could conceivably avoid. However, the decision to assume the risk 
in preference to incurring the expense of installing adequate controls is 
one that management must make. The auditor should do the best he can 
to help management arrive at a decision, and | think it is particularly im- 
portant that the auditor sees that the right decision is actually made. This 
is not so that at some future date, when all the discussions and soul search- 
ing in connection with developing and installing the procedures have been 
forgotten and something goes awry, the auditor can say, “I told you so,” 
but more appropriately so that it cannot be said that audit activity failed 
in its job. 


THE GUARDIAN’S APPROACH 


In my company we try to incorporate controls and built-in audit features 
in the procedures governing cash flow into and out of the company. Our 
internal audit program consists of audits performed on a spot-check basis. 
The various accounts are audited by means of selecting a sampling of the 
transactions that have been recorded, verifying the accuracy and authenti- 
city of the amounts by the usual techniques, including direct confirmation 
where appropriate, and including an appraisal of the related controls and 
internal checks. The internal audit department is not a verification unit 
through which all transactions must flow for review or approval prior to 
processing. 
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The core of our control of cash disbursements is based on certain office 
machine equipment located in the Cashier Department. All check disburse- 
ments are processed through a check writer which imprints the check 
number, amount and facsimile signatures on the checks. A check register 
is prepared simultaneously with the writing of checks. An automatic 
mechanical control feature built into the machine prohibits operation if 
both the check and the register sheet are not inserted, thus preventing the 
writing of a check without making a record of it. 


Checks are signed by facsimile signature without limit as to amount. 
As a matter of fact, we prefer to have every check machine-signed because 
we rather expect that the paying banks will question any check signed 
manually, thus giving.us the opportunity to make a determination that a 
disbursement that may not have been processed through the check-writer 
has been recorded and is in order. 


The Cashier Department is authorized to write checks requested upon 
duly approved requisitions, and there is no chance for delay caused by the 
absence or need for signature of a specially designated officer or employee. 
Although the cashier may write checks without restriction, he is not in a 
position to clear out the amounts recorded in the machine. The individual 
register totals, as well as a grand total, are locked in the machine and can 
only be cleared with a key that is in possession of the auditor. Each day 
the auditor will draw off the totals of checks written which are then com- 
pared with the totals of the check registers and the computations of bank 
balances. 


Journal vouchers and related details are kept by the General Account- 
ing Department or other departments, but none are in the custody of the 
Cashier Department. Daily, the journal clerks prepare memoranda indi- 
cating total cash receipts and total cash disbursements booked in the various 
journals, These data are routed directly to the auditor for comparison with 
information furnished by the Cashier Department and with the disburse- 
ment totals taken directly from the check-writing machine. Differences 
are immediately investigated, and the causes are determined. The various 
check registers coincide with the various journals for control purposes, 
which facilitates prompt localizing of differences that may occur. This 
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reconciliation assures that cash deposited and disbursed by the Cashier 
Department has been recorded on the books of the company, and the 
internal auditor uses the reconcilement as a starting point in verifying the 
accuracy and authenticity of transactions. 


TYPICAL INTERNAL AUDIT 


If, for example, the policy loan account is to be audited, the auditor 
will first select several days’ or a week’s transactions from the policy loan 
journal. The daily totals will be verified by addition of the transactions, 
which will then be compared with those used in the cash reconciliation 
described above. The auditor now knows his sample is complete without 
having to trace each transaction to a cash book. This step is also a test of 
our internal controls in that it ascertains that accurate journal figures are 
being furnished to the audit division for the daily cash reconciliation, 


The auditor will then start the audit, which will include the following 
steps: 


1. Ascertain that the audit sample is correctly reflected on the books. 
Add the daily totals for a month and compare the sum with the 
general ledger account balances. (A separate audit will verify that 
the general ledger accounts are correctly stated in the company’s 
statements. ) 


2. Verify the transactions for the selected test days in detail. 

a. Compare the journal entry (a multicopy form, the original of 
which serves as a statement for the policyholder) with the cal- 
culation card (a sub-ledger record). 

b. Verify the amount of the former loan, if the transaction is an 
increased loan. 

c. Verify the sufficiency of loan value by reference to rate books, 
charts, etc. 

d. Verify the interest rate (according to policy issue date) and by 
approximation test the amount of interest charged. 

e. Requisition the customer application file and compare all perti- 
nent data, such as name, policy number, premium mode, due 
date, ownership, automatic premium loan agreement (if that is 
the nature of the loan), and other pertinent data. 

f. Pull the cancelled checks. Examine the checks to see that they 
are in the right amounts and are payable to correct payees. Com- 
pare the endorsements with the signatures on policy applications 
or on any later notarized forms in the file. (Our loan agreement 


is the check.) 
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transaction records are maintained by the General Accounting Department. 
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3. Determine that internal control procedures are followed. 
a. 


Trace repayments to the deposit records. (Comparisons of 
amounts reported by the cashier and bookkeeper for cash recon- 
ciliation were made earlier.) 

Trace the postings of the loans and next loan interest due to the 
premium record cards. This is the source for billing loan inter- 
est. Posting is made from a copy of the journal entry sent directly 
to the Premium Collection Department from the General Ac- 
counting Department. (The loan transaction originates in the 
Policy Values Department.) 

Ascertain that premiums are paid to date. 

Observe that the loan calculation was properly initialed by the 
calculator and checker ; that the disbursement was properly au- 
thorized and is within the amount limit of the disbursement 
authority of the approver. 

Observe that the policy application file is properly marked for 
caution by “Subject to Policy Loan” stamp or that the notation 
has been cancelled on full repayments. 

Test check the addition of one loan block. (Loan sub-ledger 
cards are maintained on a block control basis.) Trace the total 
of the block into the control records and from there to the gen 
eral ledger account. 

Observe that trial balances of loan blocks are made at least four 
times a year by examination of the log book in the General Ac- 
counting Department. 

Investigate any inaccuracies. Determine whether errors are 
caused by procedural deficiencies or by the lack of understanding 
of procedures. 


CONTROLS OPERATIVE IN DISBURSEMENT PROCEDURES 


The following is a description of general disbursements procedures and 
the internal controls which govern them. 


Disbursements originate in customer service activities such as the Claims 
Department, Policy Values Department, Mortgage and Real Estate Depart- 
ment, Securities Department, Payroll Department, and so on. Certain key 
personnel are authorized to approve specific types of disbursements up to 
prescribed limits. Within a service activity duties such as computing, check- 
ing, and approving transactions will be segregated. Except for certain 
specialized functions such as premium and group insurance accounting, all 
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Disbursement checks are issued by the Cashier Department as previously 
described. Cancelled checks are returned by banks directly to the Auditing 
Department, where bank statements are reconciled and cancelled checks 
scrutinized. 


We attempt to make the policyholder a part of the control system. 
General practice is to mail checks for loans, surrenders, dividends and with- 
drawals of principal amounts held under supplementary contracts directly 
to the policyholder. If an agency requests such checks for delivery to the 
customer or that the checks be sent to an address different from the address 
of record, we will comply with the request, but we will send a separate noti- 
fication of the transaction directly to the insured at his address of record. 
Occasionally, the Auditing Department is notified that curious circum- 
stances surround a transaction of this type, and the cancelled check will 
then be carefully examined upon its payment. 


Another control device that involves the policyholder is our practice of 
indicating on the anniversary premium notice the amount of any outstand- 
ing loan as well as the amounts of loan interest due and dividends credited. 


Budgetary controls, including periodic departmental budget and ex- 
pense comparison reports, are also utilized. The internal control value of 
budgeting is frequently overlooked. Besides being valuable as a management 
tool, the budget can serve as an automatic audit device by reason of the 
analyses required and the wide dissemination of such information. Explana- 
tions of variances are generaily required, and comparisons with prior 
periods are usually made. Most important, the geports and explanations 
are distributed to various management people, giving such information a 
visibility. that is undesirable from the point of view of a wrongdoer. 


Annual vacations are required. It is not our policy to permit accumu- 
lation of vacation time or to grant pay in lieu of vacations. This means that 
at least once a year an employee other than the regularly assigned clerk 
performs the job. 


CONTROLS OPERATIVE IN RECEIPTS PROCEDURES 


As with disbursements, our audit control on cash receipts begins at the 
point of the daily cash reconciliation by the Auditing Department. Each day 
the Cashier Department reports the cash deposited while the Accounting 
Department also reports the bookings of cash receipts. The Auditing De- 
partment independently reconciles the reported information. 


Because we do not use a check-list system for control of receipts in the 
incoming mail, there is a lag between the time of arrival and the time 
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initially recorded. However, other internal checks are established by the 
division of responsibilities. (Although we have considered the check-list 
control system impractical for a life company because of the variety of 
receipt classifications and other reasons, it is possible some companies are 
using it successfully.) 


We are a direct collecting company. Premium and allied billings to 
policyholders are sent directly to insureds by the home office and our 
agents are authorized to collect only the first premium on a policy. Except 
for the relatively few policyholders who wish to pay premiums in person 
at local agency offices, all payments are made directly to the home office. 
This procedure has very greatly reduced field audit problems in that direct 
collection reduces the number of employees handling cash remittances, 
which affords some comfort to the auditor. 


The primary internal control over cash receipts at the agencies then 
lies in the fact that policyhoider records are maintained at the home office, 
and all premium bills, late payment notices, and lapse letters are sent direct- 
ly to the policyholders. There is, of course, the possibility of lapping, but 
the small volume of collections narrows the area of selection of items which 
will lend themselves to this practice. The amount to be obtained by a lap- 
ping operation is also quite limited, inasmuch as the ultimate source of 
funds from which this type of irregularity can be covered is the agency 
manager's operating account. Balances carried in these accounts are nomi- 
nal, generally running in the neighborhood of $2,000 to $5,000. 


Unreported receipts for premiums paid in advance or withheld loan 
repayments might go undetected for a while, but it is expected that such 
manipulations would be disciosed in at most one year’s time. We would 
reasonably expect this type of practice to come to light when the policy- 
holder’s anniversary premium billing, sent directly to him from the home 
office, shows an outstanding loan balance, In addition, direct confirmation 
requests are regularly sent to policyholders on a sampling basis. 


There is one risk which we accept without satisfactory control, and that 
is that a field representative could collect money from an applicant and fail 
to submit the application to the company. If the agent can somehow ex- 
plain away a reason for the lack of a refund to the applicant, he could 
successfully get away with it. However, because licensing requirements 
make this very risky for the agent and because of the usual screening of 
potential agents prior to appointment, this appears to be a small risk. 


In the home office operations, division of responsibilities provides the 
essential control. Premium bills are prepared by the stencil section and 
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mailed, after comparison with the premium record cards, by the notice 
section. The collection procedure performed by the Premium Collection 
Department involves a production line operation in which one group of 
clerks receive, open and inspect remittances ; others match premium record 
cards with remittances and stubs, and still other units process the reports, 
mark the cards for payment and transmit remittances to the Cashier De- 
partment for deposit. In addition, another unit prepares agency and agents’ 
commission statements from the processed reports, and late payment re- 
minder notices and lapse letters are prepared separately. While some of 
these operations are within one organizational area of responsibility, the 
work is so subdivided that none but a very few key employees are familiar 
with the entire processing and accounting routines. Thus, the required 
balancing operations as the work flows along the processing line, and the 
awaiting of commission and premium payment information by field offices 
and customers serve to provide adequate internal check. 

The servicing of securities investments is a responsibility of the Securi- 
ties Investment Department. Mortgage and real estate investments are 
serviced by the Mortgage Department through mortgage correspondents. 
The accounting, however, is controlled and administered by the General 
Accounting Department. Remittances and reports of mortgage interest and 
principal payments from the correspondents are sent directly to the General 
Accounting Department, which maintains control accounts, detailed records, 
and processes the receipts. Periodic reports of delinquencies and the status 
of the mortgage accounts are furnished to the Mortgage Department, which 
is responsible for collection follow-up or other necessary action. 

Income from securities investments is predetermined from the bond 
accounting records. Bond coupons are detached at the company safe de- 
posit vault by a crew of authorized employees performing this task under 
the direction of the Treasurer. The coupons are delivered directly to our 
bank for collection at the company vault. The coupon collections are credited 
to the company bank account, and credit advices are remitted by the bank 
to the Cashier Department, which makes the necessary adjustments to the 
bank account balance and then passes along the collection information to 
the General Accounting Department for entry. Checks for stock dividends 
and registered bond interest remittances are generally received by the 
General Accounting Department to determine that all items have been 
collected. Reports of uncollected items are furnished the Treasurer, the 
financial Vice President, and the Controller, 


PETTY CASH 
Our petty cash fund is maintained on an imprest basis by the Cashier 
Department with the control account carried in the General Accounting 
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Department. The greater preponderance of transactions flowing through 
the cash-on-hand account are travel and entertainment expenses and author- 
ized expense vouchers which are transmitted to the General Accounting 
Department for booking on a daily basis. The petty cash fund is replenished 
on approval by the Treasurer when funds are depleted. Policyholder pay- 
ments made in person to the Cashier Department at the home office are 
deposited intact daily, and credit memos are sent to the Premium Collec- 
tion Department for entry. Periodic unannounced examinations of the 
petty cash fund are made at irregular intervals by the internal auditors. 


A recent study has revealed that the largest proportion of receipts em- 
bezzled have involved either currency or the substitution of checks for 
currency maintained in a petty cash fund. Such exposure is reduced under 
a system of direct premium collections which minimizes the number of 
currency transactions that take place in the home office as well as in the 
field. Also, a nominal petty cash fund, closely controlled, is a strong de- 
terrent to the conversion of checks. 


INTERNAL AUDITS 


In addition to the controls operative in the disbursement and receipts 
procedures, a continual internal audit program is conducted on the basis 
of unannounced spot-check verifications. The audit procedures are similar 
in scope to those described earlier. Attempts are made to vary the audit 
routine from time to time by using different approaches and by empha- 
sizing different aspects of the subject under examination. 


One of the best services the internal auditor can render to his company 
is to continually review and appraise the adequacy and proper operation of 
essential internal controls, bearing in mind, of course, the costs involved 
which must be taken into consideration in any audit recommendations for 
improvement and strengthening controls. Balancing these scales under 
certain circumstances can be quite a difficult assignment. 


AUDITS DO NOT SUBSTITUTE FOR CONTROLS 

It is axiomatic that internal audits should be made with greater in- 
tensity and concentration in those areas where internal checks are known 
to be weak or lacking. This is not the cure for such weakness, however, 
and it should be recognized that audits do not effectively replace good 
controls. There is no satisfactory substitute for good internal controls in 
the conservation of assets against losses from misappropriation, waste and 
error. Above all, be sure that any internal auditing done in lieu of main- 
taining adequate internal controls is not in itself a waste of capable man- 
pt wer. 
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READINGS OF INTEREST 
TO INTERNAL AUDITORS 


PRINCIPLES OF AUDIT SURVEILLANCE 
Harvey Cardwell, CPA 


Fraud is a subject of continuing interest to auditors; losses from em 
bezzlement now total over one billion dollars annually. Auditing must 
meet this challenge, our present methods obviously are not enough 
Of the two general types of auditing prevalent, financial auditing aims 
at establishing the consistency of the records over the years; audit 
surveillance is analytical and involves narrower scope and more speci- 
fic details. The two forms of auditing have become commingled over 
the years, which, the author feels, is one reason for slowness in de- 
tection of fraud and the great increase in its incidence. This book sets 
forth a new audit program specifically designed to expose the existence 
of fraud. 


The book is divided into three sections—a general discussion of the 
nature of fraud as a social problem, theoretical concepts of inside theft, 
and the practice of audit surveillance. Traditional detailed audits are 

ystly and inefficient. The author recommends a system of short, thor- 
ough and incisive tests which are within a normal price range. The 
stress is on a completely separate system of audit surveillance to pro- 
vide protection against fraud. Many case studies are included as well 
as discussion of the accounting methods used by thieves, new tech 
niques for protection in savings and loan institutions and banks, scru- 
tiny of handwriting by auditors, and a complete glossary of new tech- 
nical terms. The book is planned to be used as a text with each new 
term defined as it appears, and can be used as a reference work with 
the use of the glossary provided. 


D. Van Nostrand Company 
120 Alexander Street 
Princeton, New Jersey 
465 pages. Price $9.00 


RELATION OF ACCEPTANCE TO ACCOUNTING PRINCIPLES 
George R. Catlett, Arthur Andersen and Company 
Published in The Journal of Accountancy, March 1960 

(270 Madison Avenue, New York 16, New York 


“Generally accepted accounting principles” is an integral part of 
financial statements ; yet what does it mean? What are the principles? 
Who has accepted them? If there are principles that are generally 
accepted, how can possibly needed changes be made to improve re 
porting methods? No company would want the phrase !cft off, as it 
might signify to stockholders that something was wrong, although 
management and accountants were merely trying improved methods 
not yet classified as “generally accepted accounting principles.” 

These and other questions are raised and discussed in this article. 
The author feels that “the development and use of sound accounting 
principles should be the most important objective of the accounting 
profession. This problem thus becomes one of determining the best 
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way to accomplish this objective.” Although the phrase “generally 
accepted accounting principles” is a requirement on the certificate, 
no one has satisfactorily decided “by whom” or “to what extent.” 
The author feels that “sound accounting principles” is a much better 
point of focus and allows more latitude for changing practices to 
meet the needs of changing conditions. “Sound accounting principles” 
are difficult to determine, but a well thought out program is a ne- 
cessity. 


IN DEFENSE OF PERFORMANCE APPRAISAL 

Harold Mayfield, Owens-Illinois 

Published in Harvard Business Review, March-Apri! 1960 
(Soldiers Field, Boston 63, Mass.) 


Several articles critical of performance appraisal systems have ap- 
peared in the last few years. (For reviews of three of these see THE 
INTERNAL AUDITOR for September 1957, September 1958 and 
March 1960.) Mr. Mayfield has now stepped forward in their defense. 
He states that there are defects, and there are possibilities for great 
inequities, but that in his experience the defects have been outweighed 
by the gains, and the possibilities have almost never been realized. 


This article discusses appraisal and the progress interview—reasons 
for resistance to it, need for periodic interviews, differing perceptions 
of supervisor and subordinate, use to be made of counseling. The 
author feels that supervisors should not be given techniques to use, 
but rather should follow their own judgment in conducting each 
interview. 


The goal of performance appraisal is better understanding by both 
sides and increased effectiveness on the job. The author feels that 
the conventional plan of appraisal and progress interview accomplish 
this goal. “In the conventional system of management development, 
we have the proverbial goose that has been laying golden eggs for 
years. For fear of an egg possibly being stolen, should we kill the 
goose?” 


MANAGEMENT MUST BE MADE ACCOUNTABLE 

Ernest Dale, Cornell University 

Published in Harvard Business Review, March-April 1960 
(Soldiers Field, Boston 63, Mass.) 


The Supreme Court decision in the General Motors-Du Pont case 
can have an important effect on management—stockholder relation- 
ships. As the number of small stockholders has increased, the power 
of stockholders to influence management decisions has decreased, 
since none hold sufficient stock to do so, and now that partial pro- 
prietors cannct vote their stock, an important check on management 
is gone. 


This article provides an interesting discussion of the effects of the 
“management revolution” on our theories of “free enterprise.” The 
author presents the possible consequences of divorcing ownership and 
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control and the efficacy of existing checks on management. He then 
discussess alternative solutions—use of truly free discussion, strength- 
ening of stockholders’ voice, use of outside directors and investment 
in stocks by various financial institutions such as trusts, pension funds 
and life insurance companies. The author feels that unless means are 
found—those discussed or others—the only solution to the problem of 
unrestricted authority of managers will be government intervention 


Subject: EFFECTS OF AUTOMATION 


By: 


W. P. Livingston, Bankers Trust Company 
Published in Journal of Machine Accounting, February 1960 
(1750 West Central Road, Mount Prospect, Illinois 


Mechanization has been gradually evolving in banks since the early 
1930's. In 1936 one New York bank tried punched card checks and 
deposit forms, but found limited public acceptance. During World 
War II punched cards proved of great use in solving the war-based 
problems of many banks. After the war, research on office equipment 
was again possible and electronics was added. The term “automation” 
was heard, and bankers became interested in its effects on bank work 


In this article the author discusses what automation is and how it 
has evolved in bank operations. Specific examples of uses for the 
new equipment are discussed in the light of Bankers Trust Company's 
experience with it. The author presents many examples of banking 
operations and how they have been and will be affected by electronic 
developments. He also discusses semi-automatic machines for small 
banks and the challenge that changing requirements and operating 
methods present to banking. 


Although this article is related specifically to banking, the general 
treatment and conclusions should be of interest to anyone concerned 
with automation. 


Subject: BUSINESS EXPERIENCE WITH ELECTRONIC COMPUTERS 
By: 





Controllers Institute Research Foundation 


This is the most recent in the series of publications issued by the 
Controllers Institute Research Foundation on the subject of electronic 
data processing. In general, the report summarizes and synthesizes 
the experience of a considerable number of companies in their elec 
tronic machine installations. Starting with an analysis of the factors 
encountered in the original decisions on such matters as areas to be 
covered, whether or not machines will be economical, and the selection 
of equipment, the study proceeds to sections on the work to be done 
in preparing for and introducing the equipment, operating the equip 
ment, and relations with the manufacturer. The concluding section 
is concerned with “some unresolved matters and some thoughts on 
the next five years.” 


The text includes a number of illustrative examples and gives recom- 
mended courses of action based on the experiences encountered by the 
seventeen companies which participated in the study. Because descrip- 
tive material and recommendations are definite, this summary of ex- 


The Internal Auditor 


perience will be helpful to an internal auditor whose company is con- 
sidering or operating electronic equipment. 
Controllers Institute 
2 Park Avenue 
New York 16, New York 
192 pages. $5.00 


Subject: READINGS IN AUDITING 
By: James T. Johnson and J. Herman Brasseaux 


This book provides a wide assortment of readings various phases 
of auditing standards and practices. The ten main sections, including 
internal auditing function, are further broken down to 

is interested 


headings and 


one on the 
aid the reader in pinpointing the subject in which he 
A supplementary bibliography follows the main topic 
lists other articles from various publications which might be of in 


terest to the reader. 
The book is intended by both students and those already 
practicing. 
South-Western Publishing Company 
Cincinnati 27, Ohio 


658 pages. Price $6.50 





EMPLOYMENT SECTION 


This employment section is offered as a service to members and 


others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number, Space rate upon request. 





INTERNATIONAL FINANCIAL EXECUTIVE 
Desires association with expanding company which can 
utilize multi-division experience gained world-wide. 
Familiar with acquisitions, expansions, recapitalization, 
all phases financing, accounting, auditing, consolidations, 
budgets, taxes, currency fluctuations. Age 44. Box 


E-198. 






































Collections of Conference Papers 


WIDENING OUR HORIZONS 








Eighteenth Annual Conference—5 papers Price $1.50 
OPERATIONS AUDITING 

Seventeenth A | Conference--5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A circular describing Institute publications will be sent upon request. Orders should be 
sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—Englewood Cliffs, N. J. 


INDUSTRIAL INTERNAL AUDITING 
by W. A. WALKER and W. R. DAVIES 


McGraw-Hill Company—s30 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING 
by JOHN B. THURSTON 
International Textbook C y—Scranton, Pa. 
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INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING 
by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING 
by W. W. BIGG ond J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 


























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS ond ARTHUR J. E. CHILD 
Prentice-Hall—Englewood Cliffs, N. J. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlcntic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
Prentice-Hall—Englewood Cliffs, N. J. 


BIBLIOGRAPHY OF INTERNAL AUDITING (through 1955) 
Listings by subject ond author 


BIBLIOGRAPHY SUPPLEMENT NO. 1 (1956 to 1959) 





Research Reports 
INTERNAL AUDIT AND CONTROL OF FACILITIES Price $1.00 


INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 


INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 


INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for Students 
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